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INTRODUCTORY 

IN  the  last  hundred  years  we  have  learnt  to  produce 
wealth  on  a  great  scale.  Our  command  of  the  necessa- 
ries, comforts,  and  luxuries  of  life,  so  far  as  the  material 
conditions  of  production  are  concerned,  seems  almost 
boundless.  But  in  the  same  period  we  have  become 
acutely  aware  of  certain  imperfections  in  the  distribu- 
tion of  all  this  wealth. 

The  general  principle  by  which  the  distribution  is  at 
present  governed  is  that  those  only  are  entitled  to 
share  in  the  accruing  wealth  of  society  who  assist  in  the 
production  of  that  wealth,  whether  through  their 
personal  services  or  by  permitting  the  use  of  land  or 
capital  which  is  in  their  control.  Whether  this  principle 
would,  if  it  worked  smoothly,  be  a  good  or  a  bad  one 
is  a  question  with  which  I  do  not  intend  to  deal  here. 
The  principle  does,  in  fact,  work  imperfectly.  For  many 
people  who  possess  no  accumulated  property  find  them- 
selves from  time  to  time  without  the  opportunity  of 
assisting  through  their  personal  services  in  the  produc- 
tion of  wealth,  even  though  they  would  be  perfectly 
competent  to  do  so  if  the  opportunity  offered.  No  one 
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can  live  without  a  share  cf -wealth,  and  the  community 
is  faced  with  the  alternatives  of  either  supporting  these 
people  on  some  other  principle  than  that  of  payment  for 
services  rendered,  or  letting  them  want. 

The  purpose  of  the  principle  of  payment  for  services 
rendered  is  to  put  pressure  upon  all  competent  members 
of  the  community  to  work  (except,  of  course,  those  who 
possess  accumulated  property).  But  if  a  man  cannot 
find  the  opportunity  to  work,  the  pressure  is  useless  ; 
and  at  the  same  time  his  faculties  are  being  wasted  so 
long  as  he  remains  idle.  There  are  many  contributory 
causes  of  unemployment ;  unforeseen  changes  in  the 
demand  for  a  commodity,  or  in  the  places  or  methods 
of  production ;  imperfections  in  the  organisation  of 
industry,  in  the  communication  between  would-be 
employers  and  would-be  employed,  in  the  training  and 
selection  of  recruits  for  the  skilled  trades ;  jealousy  and 
pntagonism  between  skilled  and  unskilled  labourers, 
between  skilled  labourers  of  different  trades,  between 
different  branches  of  the  same  trade.  But  whatever 
the  relative  importance  of  these  causes  may  be  there  is 
one  dominating  all-pervading  fact  which  appears  to 
require  separate  consideration,  and  the  special  import- 
ance of  which  has  been  admitted  by  most  of  the  econo- 
mists and  politicians  who  have  studied  the  subject. 
Trade  as  a  whole  is  subject  to  a  well-marked  though  not 
quite  regular  wave  motion,  with  a  period  from  crest  to 
crest  or  from  trough  to  trough,  which  varies  from  four 
or  five  to  about  ten  years.  In  the  trough  of  the  wave 
business  is  subject  to  a  kind  of  paralysis.  It  becomes 
abnormally  difficult  to  sell  goods,  and  manufacturers 
find  themselves  compelled  to  reduce  their  output  and 
consequently  to  turn  adrift  some  of  their  workmen.  At 
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such  times  all  the  various  causes  of  unemployment 
appear  to  be  working  with  more  severity  than  usual. 
On  the  other  hand,  on  the  crest  of  the  wave,  everything 
seems  to  prosper.  Business  is  profitable ;  manufac- 
turers are  overwhelmed  with  orders  ;  practically  every 
competent  workman  can  get  work.  These  fluctuations 
of  trade  are  important  on  many  grounds,  but  it  is  on 
account  of  their  bearing  upon  the  unemployed  problem 
that  an  explanation  of  their  causes  and  true  character 
is  most  urgently  called  for. 

My  present  purpose  is  to  examine  certain  elements  in 
the  modern  economic  organisation  of  the  world,  which 
appear  to  be  intimately  connected  with  the  fluctuations. 
I  shall  not  attempt  to  work  back  from  a  precise  statisti- 
cal analysis  of  the  fluctuations  which  the  world  has 
experienced  to  the  causes  of  all  the  phenomena  dis- 
closed by  such  analysis.  But  I  shall  endeavour  to  show 
what  the  effects  of  certain  assumed  economic  causes 
would  be,  and  it  will,  I  think,  be  found  that  these 
calculated  effects  correspond  very  closely  with  the  ob- 
served features  of  the  fluctuations. 

The  general  result  up  to  which  I  hope  to  work  is  that 
the  fluctuations  are  due  to  disturbances  in  the  avail- 
able stock  of  "  money  "• — the  term  "  money  "  being 
taken  to  cover  every  species  of  purchasing  power 
available  for  immediate  use,  both  legal  tender  money 
and  credit  money,  whether  in  the  form  of  coin,  notes,  or 
deposits  at  banks.  The  banking  and  currency  systems 
of  the  world  are  so  intricate  and  various,  and  apparently 
small  differences  acquire  so  much  importance  as  the 
subject  develops,  that  it  will  be  necessary  to  begin  with 
abstract  and  artificially  simplified  assumptions,  and  to 
take  into  account  one  by  one  those  complexities  which 
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will  be  necessary  to  complete  a  true  picture  of  the 
actual  economic  world. 

The  special  importance  of  money  in  the  theory  of 
trade  fluctuations  is  to  be  attributed  to  the  fact  that 
all  branches  of  commerce  and  industry  are  equally 
dependent,  and  dependent  in  the  same  way,  upon  the 
use  of  money.  Whether  the  economic  influences  con- 
nected with  the  use  of  money  are  great  or  small  they  will 
at  any  rate  be  far-reaching. 

The  principle  of  distributing  wealth  in  return  for 
services  rendered  or  property  lent  is  carried  into  effect 
through  the  instrumentality  of  money.  The  workman 
receives  his  pay,  the  capitalist  his  profits  or  interest, 
the  landowner  his  rent,  in  the  form  of  money.  The 
money  when  received  represents  a  power  of  purchasing 
commodities  within  the  limit  imposed  by  the  amount 
received  as  compared  with  the  prices  at  which  the 
commodities  are  offered  for  sale.  The  producers  of 
commodities  depend,  for  their  profits  and  for  the  means 
of  paying  wages  and  other  expenses,  upon  the  money 
which  they  receive  for  the  finished  commodities.  They 
supply  in  response  to  a  demand,  but  only  to  an  effec- 
tive demand.  A  want  becomes  an  effective  demand 
when  the  person  who  experiences  the  want  possesses 
(and  can  spare)  the  purchasing  power  necessary  to 
meet  the  price  of  the  thing  which  will  satisfy  it.  A  man 
may  want  a  hat,  but  if  he  has  no  money  he  cannot  buy 
it,  and  his  want  does  not  contribute  to  the  effective 
demand  for  hats.  Or  he  may  have  money  enough  to 
buy  a  hat  and  yet  may  spend  it  on  boots  or  other  more 
pressing  needs. 

Economists  often  think  it  necessary  to  emphasise 
the  fact  that  money  is  not  wealth,  but  is  a  mere  token 
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of  wealth,  used  to  facilitate  exchange.  This  is  true, 
and  must  no  doubt  be  grasped  by  every  one  who  wishes 
to  study  economic  questions.  But  at  one  time  econo- 
mists were  so  anxious  to  guard  themselves  from  the  fal- 
lacy of  identifying  money  and  wealth  that  they  slipped 
into  an  almost  pedantic  disregard  of  the  influence  of 
money  in  economic  phenomena.  Although  money  is 
not  wealth  it  is  a  most  potent  factor  in  economic 
organisation.  And  this  is  indeed  so  well  recognised 
nowadays  that  it  is  hardly  necessary  to  enter  a  warning 
against  the  prejudice  which  would  condemn  as  super- 
ficial any  theory  claiming  primary  importance  for  purely 
monetary  influences. 


II 


THE  RELATIONS  BETWEEN  MONEY,  PRICES, 
AND  INCOMES 

THE  total  effective  demand  for  all  finished  commodi- 
ties1 in  any  community  is  simply  the  aggregate  of  all 
money  incomes.  The  same  aggregate  represents  also 
the  total  cost  of  production  of  all  finished  commodities. 
Supply  and  demand  are  not  mere  quantities,  but  are 
quantities  produced  or  demanded  per  unit  of  time. 
Money  income  is  money  received  per  unit  of  time — it 
is  so  much  a  year,  a  month,  a  week,  or  a  day.  The 
supply  of  coal,  or  corn,  is  so  many  tons  or  quarters 
produced  per  unit  of  time — say  in  a  year.  The  cost  of 
producing  all  commodities  at  the  rate  per  annum  at 
which  they  are  being  produced  is  the  cost  of  paying  the 
persons  who  are  assisting  to  produce  them  at  the  rate 
per  annum  at  which  they  are  being  paid. 

In  England,  of  course,  we  have  a  gold  currency. 
Debts  above  40s.  can  only  be  legally  discharged  by  the 
payment  of  gold  or  by  the  payment  of  notes,  cheques, 
etc.,  convertible  on  demand  into  gold.  But  in  some 
countries  the  currency  is  made  up  of  notes  which  are 
themselves  legal  tender  and  which  are  not  convertible 
on  demand  into  gold.  As  a  matter  of  fact,  the  countries 

1  Including  consumable  commodities,  direct  services,  and  fixed  capital. 
This  statement  (like  several  others  which  follow)  must  be  taken  as  true 
in  principle,  but  subject  to  many  qualifications  which  are  not  here 
relevant  and  the  enumeration  of  which  would  be  tedious. 
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which  use  an  inconvertible  paper  currency  are  usually 
poor,  backward,  or  politically  unstable.  But  there  is 
no  reason  why  an  inconvertible  paper  currency  should 
not  be  successfully  administered  in  an  enlightened  and 
advanced  community  without  any  undesirable  con- 
sequences. For  purposes  of  illustration  it  is  often  more 
convenient  to  deal  with  a  country  using  inconvertible 
paper  than  one  using  a  gold  or  other  metallic  currency, 
because  the  amount  of  currency  in  circulation  is  there 
wholly  within  human  control  instead  of  being  dependent 
on  the  supply  of  a  natural  product. 

Suppose,  then,  an  imaginary  community  with  an 
inconvertible  paper  currency.  The  total  effective 
demand  for  all  commodities  per  unit  of  time  is  the  aggre- 
gate of  all  money  incomes.  The  total  cost  of  production 
of  all  commodities  per  unit  of  time  is  the  aggregate  of 
all  money  incomes.  In  order  that  the  effective  demand 
and  the  cost  of  production  of  all  commodities  per  unit 
of  time  may  be  equated  to  a  sum  of  money  accruing  per 
unit  of  time,  the  commodities  must  be  priced  in  money, 
and  the  payments  to  the  people  engaged  in  production 
must  be  computed  in  money.  The  relative  prices  of 
the  various  commodities  will  be  determined  by  the  de- 
mand and  supply  of  each.  The  relative  remuneration  of 
those  who  contribute  their  services  or  their  property  to 
assist  in  the  production  of  wealth  will  be  determined 
by  the  demand  for  the  several  forms  of  wealth  produced 
and  the  supply  of  the  several  forms  of  services  and 
property  offered  for  that  purpose.  If  every  commodity 
sold  in  the  unit  of  time  is  set  down  at  its  money  value, 
the  total  will  be  the  effective  demand  for  all  commodi- 
ties. If  every  income  is  set  down  at  its  money  value 
the  total  will  be  the  cost  of  production  of  the  same 
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commodities.  These  totals  are,  as  we  have  seen,  equal, 
being  merely  the  total  money  income  of  the  community 
seen  under  two  aspects. 

But  given  that  such  and  such  commodities  are  being 
produced  and  consumed  per  unit  of  time,  how  will  their 
respective  prices  and  how  will  their  total  money  value 
compare  with  the  total  stock  of  money  in  the  hands 
of  the  community  at  any  given  time  ?  Will  a  stock  of 
legal  tender  currency  equal  to  a  week's  income  be 
sufficient  ?  Or  a  month's  income  ?  Or  a  year's  in- 
come ?  The  paper  money  which  we  have  assumed  to 
be  employed  has  no  intrinsic  value.  Its  value  is  due 
solely  to  the  fact  that  the  law  decrees  it  to  be  legal 
tender,  and  therefore  to  be  the  legal  evidence  of  the 
possession  of  purchasing  power. 

If  the  paper  money  is  issued  in  denominations  of 
dollars  and  cents,  then  income  and  prices  will  be  cal- 
culated in  dollars  and  cents.  The  general  level  of  prices 
and  incomes  will  in  some  way  be  proportional  to  the 
number  of  dollars  in  circulation.  If  by  a  stroke  of  a 
magic  wand  every  note  had  its  face  value  doubled, 
and  at  the  same  time  every  income,  every  price,  every 
liability  were  also  doubled,  the  business  of  the  country 
could  proceed  precisely  as  before.1  The  only  difference 
would  be  one  of  nomenclature.  That  amount  of  value 
which  was  called  a  dollar,  would  now  be  called  two 
dollars,  but  relative  prices  and  relative  incomes  would  be 
unchanged.  It  is  certain  that,  given  the  number  of 
dollars  or  other  units  of  currency  in  existence  in  any 
community,  the  number  of  such  units  per  annum  con- 
tained in  the  aggregate  of  money  incomes  is  not  a  mere 

1  The  degree  of  subdivision  of  the  unit  of  currency  for  the  purposes 
of  small  change  is  a  mere  matter  of  convenience,  and  is  not  relevant  here. 
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matter  of  caprice.  Since  the  aggregate  of  money 
incomes  is  proportional  to  the  stock  of  money,  it  must 
be  possible  to  establish  some  determining  relation  be- 
tween them.  How,  then,  is  this  relation  to  be  revealed  ? 
If  a  community  whose  aggregate  money  income  amounts 
to  an  average  of  £40  per  annum  per  head  of  population 
requires  a  stock  of  legal  tender  money  equal  to  an 
average  of  £4  per  head,  there  must  be  some  reason  why 
a  stock  of  £20  a  head  is  not  required,  and  why  a  stock 
of  £l  is  not  enough.  There  must  be  some  reason  why 
with  £4  a  head  the  income  comes  to  £40,  not  £400  or  £4 
per  annum  per  head. 

It  might  be  supposed  that  in  a  country  using  a  metal 
coinage  the  answer  was  to  be  found  in  the  cost  of  pro- 
duction of  the  metal.  But  this  throws  no  light  on  the 
case  of  inconvertible  paper. 

It  is  necessary,  in  fact,  to  investigate  a  little  more 
closely  the  manner  in  which  the  money  in  circulation  is 
used.  Assume,  at  first,  for  the  sake  of  simplicity,  that 
all  transactions  are  carried  out  in  ready  money  and  that 
there  is  no  banking  system.  It  is  perhaps  natural  to 
say  that  the  money  in  circulation  is  used  by  being  paid 
in  exchange  for  commodities  or  services,  and  that  the 
scale  of  incomes  and  prices  depends  upon  the  average 
number  of  such  transactions  for  which  each  coin  or 
note  is  used  in  the  unit  of  time.  That  is,  no  doubt, 
quite  true,  but  it  does  not  give  us  much  help,  for  we 
still  have  to  discover  what  it  is  that  determines  for  how 
many  transactions  a  coin  or  note  is  used  on  an  average 
in  the  unit  of  time. 

In  fact,  the  question  was,  how  is  the  money  used  ? 
and  the  answer,  that  it  is  used  by  being  paid  in  ex- 
change for  services  or  commodities,  was  only  half  an 
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answer.  The  payment  of  a  note1  is  only  a  momentary 
transaction.  However  often  that  may  occur  in  a  day, 
the  note  spends  the  greater  part  of  its  life  reposing  in 
some  one's  pocket  or  purse,  or  in  some  one's  till  or  cash- 
box  or  strong-room.  At  any  chosen  moment,  say 
10.30  a.m.  on  the  13th  March,  1913,  practically  all  the 
money  in  the  country  will  be  reposing  in  pockets,  tills, 
cashboxes,  safes,  or  similar  receptacles.  A  note  here 
and  there  will  be  on  its  passage  through  the  post  or 
across  a  counter  or  from  hand  to  hand,  but  the  number 
at  any  single  moment  of  time  will  be  negligible. 

The  real  question  is,  then,  what  determines  the  amount 
of  money  that  a  man  will  keep  in  his  pocket,  his  till,  his 
cashbox,  or  his  safe  ? 

If  his  income  is  fixed,  it  will  probably  be  paid  at 
regular  intervals  :  once  a  quarter,  once  a  month,  or 
once  a  week.  At  the  beginning  of  each  such  interval  he 
will  find  himself  in  possession  of  a  sum  which  must  last 
till  the  end  of  the  interval.  From  this  sum  he  spends 
portions  from  time  to  time  to  satisfy  his  daily  needs. 
His  expenditure  will  perhaps  be  less  regular  than  his 
income,  and  so  he  will  find  it  prudent  always  to  have  a 
moderate  sum  in  hand  to  provide  against  unforeseen 
contingencies.  He  will  endeavour,  therefore,  so  to 
manage  his  affairs  that,  immediately  before  his  next 
instalment  of  income  becomes  due,  he  will  still  have 
some  money  in  his  pocket.  The  precise  amount  which 
he  will  think  it  necessary  to  have  will  depend  upon  the 
character  of  the  contingencies  which  he  may  be  called 
upon  to  meet.  Of  course,  no  one  would  set  to  work  to 
reckon  out  what  those  contingencies  are,  but  every  one 

1  It  must  be  remembered  that  we  are  supposing  only  paper  money  to 
be  used. 


MONEY,   PRICES,   AND   INCOMES  11 

has  some  practical  experience  of  unexpected  disburse- 
ments, and  one  who  has  gained  such  practical  experi- 
ence will  feel  uneasy  whenever  his  money  in  hand  falls 
below  the  prudent  minimum.  And  besides  unforeseen 
contingencies  he  must  provide  against  liabilities 
(periodic  or  other)  which  are  foreseen,  but  which  are  so 
heavy  that  they  can  only  be  met  out  of  the  savings  of  a 
considerable  period.  A  man  with  weekly  wages  will  on 
an  average  keep  less  in  his  pocket  than  a  man  with  a 
monthly  or  quarterly  salary.  A  man  who  pays  a  weekly 
rent  will  keep  less  than  one  who  pays  a  quarterly  rent. 
A  man  whose  casual  expenses  are  small  will  keep  less 
than  one  whose  casual  expenses  are  great.  A  further 
complication  will  be  introduced  where  earnings  are 
irregular,  but  it  is  unnecessary  to  discuss  at  length  all 
the  possible  variations  of  circumstances. 

Thus  every  man  has  to  keep  a  greater  or  less  reserve 
of  money,  or  "  working  balance,"  which  represents  the 
margin,  up  to  date,  of  his  income  over  expenditure. 
This  margin  must  be  great  enough  to  prevent  his  ex- 
penditure ever  actually  overtaking  his  income.  If  it  is 
up  to  this  minimum,  then,  as  income  and  expenditure 
do  not  exactly  keep  pace,  it  will  swell  immediately  after 
large  receipts  or  immediately  before  large  disbursements 
to  a  substantial  sum. 

If  a  steady  excess  of  income  over  expenditure  is 
realised  the  reserve  of  money  will  grow.  It  may  be 
worth  while  to  let  it  grow  for  a  time,  but  a  reserve 
swollen  beyond  the  amount  necessary  for  a  working 
balance  is  a  useless  expense.  Now  and  then,  when  the 
reserve  has  passed  this  limit,  the  surplus  can  be  invested. 
If  securities  already  in  existence  are  purchased,  the 
money  passes  into  the  hands  of  the  seller.  To  him  it  is 
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probably  also  an  unnecessary  surplus  of  ready  money 
to  be  promptly  invested  in  other  securities.  As  the  re- 
tention of  such  a  surplus  involves  the  sacrifice  of  the 
income  that  might  be  gained  by  investing  it,  the  money 
will,  after  circulating  for  a  longer  or  a  shorter  time, 
come  to  rest  either  in  the  hands  of  a  man  who  needs  to 
replenish  his  reserve  of  ready  money  in  order  to  bring 
it  up  to  the  prudent  minimum,  or  in  the  hands  of  a  man 
who  invests  it  in  a  new  enterprise.  The  process  of  in- 
vestment in  a  new  enterprise  is  quite  distinct  from  the 
purchase  of  existing  securities.  The  new  enterprise 
must  be  started  by  the  purchase  of  new  capital,  and  the 
money  is  expended  in  paying  the  cost  of  production 
of  this  new  capital.  The  capital  may  of  course  take  an 
infinite  variety  of  forms :  ships,  factories,  houses, 
advertisements,  fences,  vehicles,  roads,  harbours,  rail- 
ways, machinery  of  all  kinds  and  for  all  purposes,  are 
only  a  selection  of  such  forms.  But  whatever  form  it 
takes  its  cost  of  production  will  be  made  up,  like  the 
cost  of  production  of  any  other  goods,  of  the  incomes, 
or  contributions  towards  the  incomes,  of  the  persons 
whose  time  or  whose  property  is  used  in  the  process. 
In  fact,  investment  is  merely  expenditure,  like  all  other 
expenditure,  except  that  the  product  is  something  that 
can  be  expected  to  produce  income  continuously  for  an 
appreciable  period  of  time.  Thus  the  money  spent  in 
investment  passes  into  the  pockets  of  individuals  and 
helps  to  make  up  their  working  balances  or  their  savings, 
just  like  the  money  spent  in  producing  more  ephemeral 
commodities. 

The  foregoing  description  relates  to  the  position  of  a 
man  qua  consumer  and  investor,  but  his  position  qua 
producer  is  not  in  essence  different.  Production  re- 
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quires  to  be  financed  in  exactly  the  same  way  as  house- 
hold expenses.  There  must  be  a  working  balance  of 
money  sufficient  to  bridge  the  greatest  gap  which 
exists  at  any  time  during  the  process  between  the  ex- 
penses and  receipts  up  to  date.  A  manufacturer  who 
undertakes  to  supply  goods  to  a  wholesale  dealer  will 
have  to  spend  considerable  sums  before  he  can  deliver 
the  goods  and  receive  payment.  He  must  first  buy  his 
raw  material,  and  he  must  then  pay  wages  to  his  work- 
men and  rent  for  his  factory  during  the  process  of 
manufacture.  Finally  he  gets  in  exchange  for  the 
finished  product  a  sum  of  money  which  should  normally 
be  equal  to  all  he  has  spent  plus  a  margin  or  profit,  and 
he  is  then  in  a  position  to  begin  all  over  again,  and  under- 
take another  wholesale  order.  In  the  same  way  the 
wholesale  dealer  must  be  in  a  position  to  pay  the  manu- 
facturer for  the  goods,  and  the  cost  of  transport  and 
storage  must  be  paid.  The  goods  will  gradually  be  un- 
loaded upon  the  retail  dealers,  who  will  normally  pay  to 
the  wholesale  dealer  a  sum  sufficient  to  cover  his  pay- 
ment to  the  manufacturer  and  all  other  charges.  The 
retail  dealers  in  turn  will  recoup  themselves  with  the 
money  paid  by  their  customers  who  purchase  the  goods. 
In  fact,  all  the  expenses  of  all  the  processes  of  produc- 
tion, transport,  and  sale  are  incurred  in  anticipation  of 
these  payments  by  the  consumers.  And  as  the  goods 
are  necessarily  sold  in  driblets  to  the  consumers,  while 
many  of  the  preceding  processes  can  only  be  carried  out 
economically  on  a  large  scale,  it  follows  that  large 
working  balances  are  necessary  to  finance  both  industry 
and  commerce. 

We  have  now  traced  the  situation  of  all  the  money 
in  a  community  in  which  there  is  no  banking  system. 
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The  money  is  kept  in  pockets,  tills,  cashboxes,  or  safes, 
as  a  working  balance  to  provide  against  the  uneven 
progress  of  income  and  expenditure.  In  the  case  of  a 
person  who  is  saving,  this  reserve  is  periodically  grow- 
ing unnecessarily  great,  and  he  therefore  periodically 
skims  off  the  surplus  and  invests  it.  Money  invested 
is  really  spent  on  the  creation  of  capital,  and  this  surplus 
is  thus  dissipated  among  his  neighbours  in  the  form  of 
salaries,  wages,  interest,  and  rent,  and  is  merged  in 
their  working  balances.  The  aggregate  of  the  working 
balances  at  any  moment  depends  on  the  incomes  and 
expenditures  of  the  persons  to  whom  they  belong,  and 
on  the  manner  in  which  these  incomes  and  expenditures 
accrue.  Given  the  manner  in  which  they  accrue,  the 
aggregate  of  the  balances  depends  on  the  aggregate  of 
the  incomes  and  the  aggregate  of  the  expenditures. 
But  the  incomes  and  expenditures  are  simply  the  same 
quantity  appearing  on  different  sides  of  the  account. 
And  the  aggregate  of  the  working  balances  is  simply  the 
total  stock  of  legal  tender  currency  in  the  country. 
Here,  then,  in  outline  is  the  required  relation  between 
the  total  circulation  and  the  total  income  of  the  coun- 
try. The  link  connecting  the  two  is  to  be  found  in  the 
reserves  of  working  balances  of  ready  money  which  all 
recipients  of  incomes  are  impelled  by  prudence  to 
maintain. 

Money  is  merely  purchasing  power.  This  is  especially 
obvious  when  the  money  used  is  paper  only,  without 
intrinsic  value,  and  is  not  convertible  as  of  right  into 
anything  of  intrinsic  value.  The  distribution  of  incomes 
among  the  people  is  the  distribution  of  purchasing  power, 
regarded  as  a  continuing  right,  while  the  distribution  of 
ready  money  among  their  pockets  is  the  distribution  of 
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the  accrued  purchasing  power  not  yet  exercised.  With 
an  inconvertible  paper  currency  which  is  sufficiently 
subdivisible,  it  cannot  matter  in  terms  of  what  units 
it  is  expressed.  With  given  industrial  and  commercial 
conditions  the  relative  proportions  of  incomes  and  the 
relative  proportions  of  cash  balances  will  be  determined, 
whether  the  unit  in  which  they  are  calculated  is  called 
a  pound,  a  dollar,  or  a  franc..  Precisely  the  same 
reasoning  applies  to  a  metallic  currency  (such  as  that  of 
India)  the  value  of  which  is  kept  at  an  artificially  high 
level  by  limiting  the  quantity  coined.  And  it  applies 
equally  well  to  a  freely  coined  metallic  currency  which 
circulates  at  the  market  value  of  the  metal  of  which  it 
is  made.  The  only  real  difference  in  the  latter  case  is 
that  the  supply  of  coinage  depends  on  the  supply  of 
metal,  either  newly  mined  or  diverted  from  other  uses, 
whereas  the  supply  of  inconvertible  paper  or  a  restricted 
metal  coinage  is  within  the  control  of  the  Government. 
Thus  the  case  of  a  community  using  a  freely  coined 
metal  currency  does  not  require  any  separate  con- 
sideration at  this  stage. 


Ill 
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BUT  it  is  time  now  to  adapt  these  principles  to  the  case 
of  a  community  with  a  banking  system.  A  bank  may 
be  denned  as  an  institution  which  accepts  a  liability  to 
furnish  money  on  demand.1  Other  borrowers  accept  a 
liability  to  pay  money  on  such  and  such  a  specified 
date,  which  may  be  near  or  remote.  But  a  man  who  has 
deposited  money  with  a  bank  has  the  right  to  resume 
possession  of  it  at  any  time.  This  right  he  can  at  any 
time  assign  to  any  one  to  whom  he  wishes  to  pay  money, 
either  by  handing  him  a  bank-note  or  by  drawing  a 
cheque,  according  to  the  form  the  bank's  liability  takes. 
An  assignable  right  to  receive  money  on  demand  from 
a  solvent  bank  is  for  practical  purposes  as  good  as 
money  itself.  It  is  indeed  a  substitute  for  the  regular 
legal  tender  money  and  is  called  "  Credit  Money."  In 
the  country  with  no  banks,  which  has  just  been  con- 
sidered, it  is  obvious  that  any  rich  man  whose  income 
and  expenditure  accrued  in  a  specially  irregular  manner 
would  be  compelled  to  keep  inconveniently  high  working 
balances.  Still  more  would  this  be  the  case  with  large 
employers  of  labour  and  persons  through  whose  hands 
large  sums  must  pass  in  order  to  produce  a  relatively 

1  No  doubt  some  institutions  not  technically  "  banks  "  accept  such  a 
liability,  but  they  have  many  of  the  attributes  of  banks,  and  the  defini- 
tion given  above  is,  at  any  rate,  broadly  if  not  universally  true. 
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moderate  net  profit.  For  these  and  others  in  the  same 
predicament  a  banker  offers  great  advantages.  He  will 
relieve  them  of  the  necessity  of  providing  a  safe  place 
for  their  money  and  of  paying  servants  to  watch  it 
perhaps  night  and  day.  If  the  money  entrusted  to  him 
exceeds  a  very  moderate  sum  he  will  require  no  further 
remuneration  for  this  service  than  the  use  of  the  money 
so  long  as  it  remains  in  his  hands.  He  will  pay  interest 
on  sums  deposited  with  him  if  the  depositor  undertakes 
to  give  notice  before  withdrawing  them,  and  he  will  be 
prepared  to  lend  money  in  an  emergency  to  any  one  of 
whose  credit  he  is  satisfied  and  who  has  reasonable 
security  to  offer.  The  result  is  that  the  man  with  a 
banking  account  need  carry  very  little  actual  ready 
money  in  his  pocket,  or  his  cashbox,  for  he  can  meet 
the  emergencies  for  which  appreciable  sums  are  required 
by  drawing  cheques ;  and  his  working  balance  (of 
which  his  balance  in  the  bank  thus  forms  the  greater 
part)  does  not  have  to  be  so  great  as  it  would  be  if  he 
could  not  count  on  being  able  to  borrow.  Thus  his 
working  balance  consists  not  of  a  single  reserve  of  ready 
money,  but  of  a  whole  series  of  reserves  like  the  succes- 
sive reserves  of  an  army.  He  can  pay  £1  out  of  the 
money  in  his  pocket.  To  pay  a  sum  of  £10  he  may  have 
to  draw  a  cheque.  If  he  wants  to  spend  £100  he  will 
perhaps  withdraw  money  on  deposit.  If  he  wants  to 
raise  £1000  he  may  mobilise  his  credit  and  anticipate 
his  future  receipts  by  borrowing  from  his  banker. 

Thus  the  aggregate  of  accrued  purchasing  power  is 
no  longer  limited  to  the  aggregate  of  the  circulating 
medium.  It  is  now  made  up  of  all  the  actual  cash  (and 
bank-notes)  in  people's  pockets,  tills,  and  cashboxes, 
plus  all  the  amounts  standing  to  the  credit  of  their 
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banking  accounts.  If  the  bankers  simply  kept  all  the 
money  entrusted  to  them  in  chests,  this  total  would  be 
the  same  as  the  aggregate  of  the  circulating  medium. 

But,  of  course,  the  bankers  make  their  profits  by 
lending  out  their  customers'  money.  From  the  point 
of  view  of  the  banker  this  money  is  subject  to  much  the 
same  conditions  as  if  it  were  his  own  property.  That  is 
to  say,  a  certain  portion  must  be  set  aside  as  a  working 
balance,  and  the  remainder,  like  the  savings  of  the 
private  person,  can  be  invested  or  put  out  to  interest. 
As  in  the  case  of  the  private  person,  the  working 
balance  is  determined  by  the  extent  and  nature  of 
the  liabilities  which  it  will  be  called  upon  to  meet.  For 
small  transactions  it  is  more  convenient  to  use  money 
than  cheques.  Every  one,  therefore,  carries  about  some 
ready  money  with  him.  The  man  who  is  earning 
weekly  wages  and  paying  a  weekly  rent  probably  has  no 
banking  account  on  which  he  can  draw  cheques.  His 
employer  must  therefore  obtain  cash  every  week  in 
order  to  pay  him.  This  cash  finds  its  way  in  the  course 
of  the  week  into  the  hands  of  shopkeepers,  rent-collec- 
tors, omnibus  companies,  etc.,  who  in  turn  pay  it  into 
their  banking  accounts.  The  well-to-do  people,  who 
receive  their  incomes  at  longer  intervals  and  pay  the 
rent  by  the  quarter,  usually  have  banking  accounts, 
but  they  must,  of  course,  cash  cheques  from  time  to 
time  to  meet  their  petty  disbursements.  Thus  the 
banker's  working  balance  must  be  sufficient  to  supply 
those  of  his  customers  who  are  employers  of  labour 
with  enough  cash  to  pay  their  weekly  wages  bills,  and 
to  supply  all  customers  alike  with  their  petty  cash. 
The  money  spent  in  wages  comes  back  very  quickly  to 
some  bank  or  other  through  the  shops,  etc.  For  the 
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moment  it  is  not  necessary  to  consider  the  manner  in 
which  the  mutual  liabilities  of  two  banks  will  be 
extinguished.  It  may  be  assumed  that  practically  all 
the  money  which  is  paid  out  of  a  bank  on  Saturday  for 
the  payment  of  wages  will  be  paid  back  by  the  following 
Saturday.  The  payment  of  relatively  large  salaries 
may  be  assumed  to  be  by  cheque,  so  that  no  cash 
reserve  need  be  held  for  that  purpose.  But  the  bank's 
well-to-do  customers  will  periodically  draw  out  an 
abnormal  amount  of  ready  money  for  occasions,  such  as 
holidays,  which  demand  an  unusual  amount  of  petty 
expenditure  and  which  affect  a  large  number  of  people 
simultaneously.  The  banker  must  therefore  hold  in  his 
till  (1)  the  cash  required  by  his  customers  to  pay  one 
instalment  of  wages  to  their  employees,  (2)  the  cash 
required  to  supply  his  customers  with  ready  money 
both  at  normal  times  and  at  holiday  times  ;  to  these  we 
may  add  (3)  a  moderate  margin  for  contingencies.  Now 
all  these  together  represent  a  very  small  proportion  of 
the  banker's  liabilities.  A  contractor  will  probably 
receive  payment  by  cheque  in  large  instalments  at 
intervals  of  several  months.  The  cheques  as  received 
will  be  paid  into  his  banking  account.  He  will  pay  his 
expenses,  such  as  the  cost  of  plant,  raw  materials,  rent, 
etc.,  at  appreciable  intervals.  One  week's  wages  bill 
will  be  quite  a  small  fraction  of  the  sum  standing  at  any 
time  to  his  credit. 

The  shopkeepers  again  (though  they,  like  others,  will 
require  money  for  their  wages  bills)  will  accumulate 
their  takings  at  the  bank  over  appreciable  periods  until 
they  are  required  to  pay  wholesale  dealers'  bills  or 
rent,  or  dividends.  In  fact,  if  the  whole  annual  wages 
bill  of  the  United  Kingdom  is  £1,000,000,000  (a  liberal 
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estimate)  the  weekly  bill  is  under  £20,000,000,  a  mere 
trifle  compared  with  the  aggregate  of  deposits,  etc.,  in 
the  banks,  which  do  not  fall  far  short  of  £1,000,000,000. 
The  reserve  which  a  banker  is  positively  obliged  to 
keep  in  normal  times  is  thus  a  very  small  percentage 
of  his  total  liabilities — 5  per  cent  is  a  liberal  estimate. 
But  it  occasionally  happens  that  there  is  an  abnormal 
demand  for  money,  that  is,  for  actual  tangible  cash, 
not  for  a  mere  balance  at  a  bank.  For  example,  in  the 
actual  financial  organisation  of  the  world  gold  may  be 
needed  to  be  exported  to  a  foreign  country  to  which 
the  conditions  of  trade  have  made  the  export  profitable. 
In  a  country  which  uses  paper  or  silver  as  its  circulating 
medium,  and  in  which  no  banker  is  therefore  under  an 
obligation  to  honour  his  customers'  cheques  in  any- 
thing but  paper  or  silver,  such  a  contingency  cannot 
arise.  But  in  practice  gold  is  the  ordinary  medium 
(whenever  any  such  medium  is  required)  for  the  ulti- 
mate settlement  of  international  debts,  and  this  is  so 
because  the  great  commercial  countries  of  the  world 
have  adopted  gold  as  the  material  of  their  ordinary 
internal  legal  tender  currency.  In  those  countries  the 
obligation  of  supplying  gold  for  use  in  international 
trade  falls  absolutely  on  the  bankers.  To  be  ready  to 
meet  this  and  other  similar  obligations  a  banker  is 
bound  to  maintain  a  further  reserve  in  addition  to  the 
working  balance  kept  for  the  purposes  enumerated 
above.  Now  this  contingency  may  happen  equally  to 
any  bank.  Any  customer  may  wish  to  draw  out  large 
sums  of  gold  at  a  time  when  the  market  is  asking  for 
gold.  If  every  bank  had  to  provide  separately  against 
such  an  eventuality  it  would  have  to  keep  a  very  con- 
siderable portion  of  its  assets  in  the  form  of  a  gold 
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reserve.  But  just  as  the  individual  can  insure  against 
contingencies  by  calling  in  aid  his  credit  with  his 
bankers,  so  the  banker  can  insure  against  contingencies 
by  calling  in  aid  his  credit  with  other  bankers.  He  can 
lend  or  invest  all  but  a  moderate  proportion  of  the 
money  entrusted  to  him,  and  if  he  is  suddenly  called 
upon  to  pay  out  more  gold  than  his  reserve  will  meet,  he 
can  supplement  it  by  borrowing  from  the  other  banks. 
Thus,  instead  of  each  bank  having  to  be  prepared  to 
meet  the  maximum  demand  for  gold  that  could  fall  upon 
it,  it  is  only  necessary  for  all  the  banks  together  to  have 
enough  gold  between  them  (over  and  above  their 
working  balances)  to  meet  the  maximum  demand  that 
could  fall  upon  the  market  as  a  whole. 

But  even  this  is  not  the  ultimate  refinement  in  the 
organisation  of  the  reserve  of  money.  Where  each  of  a 
score  of  big  banks  depends  upon  all  the  others,  there 
may  in  an  emergency  be  a  hitch  at  any  point  of  the 
complicated  chain  of  credit.  If  doubt  is  thrown  on  the 
solvency  of  any  one  of  them,  its  position  remains  im- 
paired unless  it  can  persuade  each  of  the  others  that  its 
resources  are  adequate  and  realisable.  Any  one  of  the 
banks  may  at  any  time  arbitrarily  refuse  to  lend.  There 
is  no  security  that  the  aggregate  of  the  reserves  kept 
will  be  sufficient  for  all  emergencies.  In  short,  a  com- 
munity of  banks  with  mutually  dependent  credit  and 
mutually  independent  management  will  be  weak  from 
the  absence  of  any  central  control.  The  solution  which 
has  been  found  by  those  of  the  great  modern  states 
which  have  been  most  successful  in  banking,  is  to  set 
up  one  responsible  central  bank,  more  or  less  intimately 
associated  with  the  Government.  The  other  banks, 
instead  of  depending  on  one  another,  depend  on  the 


22  GOOD   AND   BAD   TRADE 

central  bank.  They  are  no  longer  responsible  for  keep- 
ing enough  gold  between  them  to  supply  the  market 
in  an  emergency  ;  they  merely  maintain  their  working 
balances,  and  instead  of  keeping  a  further  reserve  in 
gold  they  open  accounts  with  the  central  bank.  Any 
bank  which  needs  to  find  a  large  sum  in  gold  can  draw 
upon  its  account  with  the  central  bank,  and,  if  the 
balance  to  its  credit  is  insufficient,  can  borrow.  Every 
demand  for  gold,  outside  the  current  transactions  of 
every  day,  then  falls  upon  the  central  bank,  and  the 
directors  of  the  central  bank  are  at  all  times  in  im- 
mediate touch  with  all  such  demands.  They  are  the 
first  to  receive  the  gold  imported  into  the  country  ; 
they  supply  gold  when  it  is  needed  for  export.  It  is  for 
them  to  calculate,  having  regard  to  all  possible  emer- 
gencies, how  much  gold  they  must  hold  in  reserve.  How 
they  are  to  solve  this  problem,  and  what  steps  they  must 
take  to  put  their  conclusions  into  practice,  are  questions 
which  will  have  to  be  dealt  with  at  a  later  stage. 

We  are  now  in  a  position  to  give  in  outline  a  complete 
answer  to  the  question,  what  is  all  the  money  in  the 
country  doing  ?  It  is  maintaining  working  balances  : 
first,  the  working  balances  of  all  the  members  of  the 
community  so  far  as  their  daily  expenditure  of  actual 
cash  is  concerned  ;  secondly,  the  working  balances  of 
all  trading  concerns  which  pay  or  receive  cash  across 
the  counter  ;  thirdly,  the  working  balances  of  the  banks  ; 
fourthly,  the  cash  reserves  of  the  central  bank.  This 
aggregate  of  cash  supports  a  far  larger  aggregate  of 
purchasing  power,  in  the  form  of  rights  possessed  by 
people  with  banking  accounts  or  by  holders  of  bank- 
notes to  obtain  cash  on  demand.  Behind  this,  again, 
comes  the  power  (though  not  an  absolute  right)  to 
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borrow  on  good  security  up  to  an  imperfectly  defined 
limit.  The  aggregate  of  purchasing  power  and  the 
aggregate  of  borrowing  power  are,  other  things  being 
equal,  proportional  to  the  aggregate  of  cash. 

We  shall  have  to  consider  the  relations  between  these 
aggregates  when  other  things  are  not  equal  in  more 
detail  at  a  later  stage.  It  is  sufficient  here  to  point  out 
that  the  aggregate  of  money  incomes  bears  the  same 
relation  in  a  community  with  a  banking  system  to  the 
aggregate  of  purchasing  power,  including  credit  money, 
as  in  a  community  without  a  banking  system  to  the 
aggregate  of  legal  tender  currency. 


IV 

PRODUCTION 

HITHERTO  we  have  been  dealing  with  the  relations  be- 
tween the  stock  of  money  in  circulation  and  the  various 
economic  entities  such  as  incomes,  prices,  cost  of  pro- 
duction, etc.,  into  which  the  unit  of  currency  enters. 
But  it  is  necessary  also  to  turn  for  a  moment  to  the 
conditions  of  production,  so  far  as  those  conditions  con- 
cern our  present  purpose. 

Production  is  normally  undertaken  with  a  view  to 
profit.  It  is  intended  that  the  thing  produced  shall  be 
something  which  people  want,  and  which  they  want 
keenly  enough  to  buy  at  a  price  which  will  cover  the 
cost  of  production.  The  prospect  of  receiving  such  a 
price  is  intended  in  our  form  of  society  to  be  the  pro- 
ducer's sole  motive  to  produce.  Producers  who  produce 
for  other  motives  are  philanthropists — a  term  of  re- 
proach. And  at  any  rate  it  is,  in  general,  true  that 
producers  produce  for  profit. 

What  then  is  the  "  cost  of  production  "  ?  This  cost 
falls  into  two  categories,  the  wages  of  labour  and  the 
fees  (such  as  rent  or  interest)  payable  to  the  owners  of 
property  used  in  the  process. 

The  remuneration  of  the  ordinary  undistinguished 
labourer  is  simply  the  sum  which  the  employer  must 
pay  him  for  giving  up  his  time.  However  much  or 
however  little  actual  toil  the  labourer  is  called  upon  to 
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do,  his  working  day  is  an  opportunity  for  assisting  in  the 
production  of  wealth,  and  so  long  as  his  time  is  occupied 
to  the  exclusion  of  other  remunerative  pursuits,  he  must 
be  paid  according  to  the  standard  prevailing  in  the 
labour  market.  Under  the  competitive  conditions  of 
the  market  this  standard  prescribes  at  any  time  a  more 
or  less  definite  rate  of  remuneration  for  independent 
adult  labour.  In  trades  which  require  special  aptitudes 
the  wages  will  rise  perceptibly  above  the  standard,  the 
extent  of  the  difference  depending  largely  on  the  ease 
with  which  the  necessary  aptitudes  can  be  acquired. 
But  practically  all  trades  demand  some  skill,  and  the 
man  who  acquires  no  skill  has  little  chance  of  main- 
taining the  position  of  an  independent  citizen  at  all. 
So,  although,  for  this  and  many  other  reasons,  wages  do 
vary  from  trade  to  trade,  it  is  right  as  a  first  approxi- 
mation to  say  that,  outside  the  relatively  few  who  are 
paid  high  salaries  for  using  their  judgment  and  initiative, 
a  week's  wages  represents  the  market  value  of  the 
services  of  an  able-bodied  man  for  a  week,  and  this 
standard  wage  is  the  fundamental  unit  in  reckoning 
cost  of  production. 

Of  the  more  highly  paid  employees  who  do  not  con- 
form to  this  description,  the  only  function  which  it  is 
necessary  to  consider  is  that  of  supervising  and  direct- 
ing the  wage-earners.  A  number  of  men  cannot  combine 
to  perform  one  task  unless  they  are  under  some  unified 
control.  The  people  responsible  for  exercising  this  con- 
trol must  issue  directions  to  the  workmen  so  that  each 
may  know  every  day  what  he  is  to  do.  They  must 
also  decide  how  many  men  are  to  be  employed  and  what 
plant  will  be  necessary.  All  these  functions  may  be 
either  ill  or  well  carried  out.  If  they  are  ill  carried  out 
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the  consequence  will  be  the  retention  of  some  men  who 
are  given  nothing  or  not  enough  to  do,  or  who  are  given 
work  to  do  which  does  not  need  to  be  done  or  will  have 
to  be  undone.  This  is  waste.  Waste  usually  consists 
in  occupying  the  time  of  a  competent  workman  without 
applying  it  to  any  useful  purpose.  The  employment  of 
competent  supervisors  will  reduce  waste.  The  ability 
of  one  man  may  by  this  channel  come  to  be  worth  the 
wages  of  1000.  If  such  ability  is  very  rare  he  may 
receive  a  salary  approximating  to  the  sum  which  he 
saves.  If  it  is  fairly  common,  his  salary  will  be  quite 
moderate.  If  practically  any  one  is  competent,  with- 
out special  training  or  ability,  to  undertake  the  business, 
the  remuneration  will  ultimately  sink  to  the  ordinary 
market  wage. 

Thus,  so  far  as  labour  is  concerned,  the  basis  of  the 
cost  of  production  is  the  number  of  days'  work  for 
which  a  market  wage  must  be  paid,  plus  the  cost  of 
supervision. 

The  other  element  in  the  cost  of  production  is  the 
fee  paid  to  the  owner  of  property  used  in  the  process. 
This  property  falls  into  two  classes,  land  and  capital. 

"  Land  "  means  the  earth's  crust.  But,  for  economic 
purposes,  it  is  necessary  to  distinguish  two  different 
ways  in  which  land  is  employed  to  assist  in  the 
production  of  wealth.  First,  the  actual  stuff  of  the 
earth's  crust  is  used  to  provide  the  raw  material  of 
industry,  either  inorganic  materials  obtained  from 
mines,  quarries,  etc.,  or  organic  materials  grown  in  the 
soil.  Secondly,  the  processes  of  manufacture  and 
transport,  and,  indeed,  all  the  activities  of  mankind 
demand  space.  Any  given  piece  of  the  earth's  crust 
may  be  wanted  for  the  production  of  materials,  such  as 
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crops  or  minerals,  or  it  may  be  wanted  merely  to  afford 
space  for  buildings,  roads,  etc.  Where  there  is  a 
private  ownership  of  land,  and  free  competition,  each 
plot  will  in  general  be  put  to  the  use  which  its  owner 
expects  to  be  most  profitable. 

A  plot  of  land  may  be  hired  for  a  fee  representing  the 
market  value  of  the  most  profitable  use  to  which  it  can 
be  put,  and  proportional  to  the  period  for  which  it  is 
hired.  If  the  most  profitable  use  is  the  production  of 
materials,  the  fee  paid  will  depend  partly  upon  the 
natural  efficiency  of  the  land  in  producing  those 
materials,  that  is  to  say,  the  fertility  of  the  soil  or  the 
richness  of  the  mines  or  quarries  ;  but  it  will  depend 
partly  also  on  the  convenience  of  the  situation  in 
relation  to  the  agencies  of  manufacture  and  transport 
and  to  possible  consumers.  If,  on  the  other  hand,  the 
most  profitable  use  is  for  the  erection  of  buildings,  the 
value  of  the  land  will  depend  almost  entirely  on  its 
situation  and  conformation  ;  it  will,  in  fact,  be  almost 
exclusively  its  value  as  space,  or  "  site  value." 

It  is  not  necessary  here  to  enter  into  all  the  intricacies 
of  the  theory  of  economic  rent.  The  foregoing  sum- 
mary will  be  sufficient  to  distinguish  land  from  capital, 
to  which  we  now  pass. 

Capital  may,  for  our  present  purpose,  be  defined  as 
those  material  aids  to  production  which  are  created  by 
human  agency.  The  characteristic  of  capital  so  defined 
is  that  it  derives  its  value  in  exchange  from  its  use  in 
producing  other  things  which  have  an  exchangeable 
value.  In  a  sense,  no  commodity  has  value  in  itself, 
but  only  as  the  means  to  the  satisfaction  of  some  need. 
If  I  want  a  loaf,  it  is  as  the  means  to  the  satisfaction 
of  my  hunger.  But  if  I  want  an  oven  to  bake  my  loaf, 
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the  oven  is  merely  the  means  of  obtaining  the  loaf. 
The  loaf,  as  a  direct  means  to  my  satisfaction,  is  classed 
as  a  consumable  commodity ;  the  oven,  as  a  means  to 
the  production  of  a  consumable  commodity,  is  capital. 
Capital,  like  other  exchangeable  commodities,  has  its 
cost  of  production.  The  cost  of  production  of  capital 
is  in  turn  an  element  in  the  cost  of  production  of  the 
commodities  which  the  capital  is  used  to  make.  If 
the  capital  takes  the  form  of  raw  material  or  anything 
else  which  is  used  up  in  a  single  process,  the  whole  of 
its  cost  of  production  must  be  included  in  the  cost 
of  production  of  the  finished  product.  But  the  case  of 
fixed  capital  which  is  used  again  and  again,  perhaps 
continuously  for  many  years  before  it  is  used  up, 
requires  further  consideration.  It  is  still  true  that  this 
fixed  capital  derives  its  value  exclusively  from  its  use 
as  an  aid  to  production.  By  its  means  more  com- 
modities can  be  produced  for  less  labour  ;  it  is,  in  fact, 
a  labour-saving  device.  But  this  saving  is  effected  at 
the  cost  of  the  labour  expended  in  producing  the  fixed 
capital.  How  is  this  labour  to  be  divided  in  the  form 
of  cost  of  production  among  all  the  commodities  pro- 
duced ?  And  how  great  a  saving  in  the  cost  of  pro- 
duction of  these  commodities  will  justify  a  given 
expenditure  of  labour  in  producing  the  capital  ?  It 
is  clear,  at  any  rate,  that  the  saving  must  be  greater 
than  the  expenditure.  If  the  two  were  merely  equal, 
there  would  be  no  inducement  to  produce  the  capital 
and  to  wait  for  years  to  complete  a  return  which  after 
all  would  be  no  more  than  could  have  been  obtained 
without  any  waiting  at  all.  Some  margin  of  the  saving 
of  labour  over  the  cost  of  the  capital  is  necessary  to  pay 
the  capitalist  for  the  delay  in  obtaining  consumable 
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commodities  in  exchange  for  his  expenditure.  The 
greater  the  delay  the  greater  must  this  margin  be. 

A  man  who  is  working  with  his  own  capital  may  not 
distinguish  in  his  accounts  the  precise  saving  which  he 
realises  by  any  extension  of  his  capital  which  is  paid 
for  from  his  own  resources.  But  a  man  who  extends 
his  capital  by  means  of  borrowed  money  must  pay  a 
fee,  in  the  form  of  interest,  for  the  sum  borrowed,  and 
he  can  only  decide  whether  this  is  or  is  not  worth  while, 
by  calculating  whether  the  annual  saving  due  to  the 
extension  of  capital  will  or  will  not  cover  the  annual 
payment  of  interest. 

A  capitalist  who  borrows  will  borrow  with  a  view  to 
adding  to  his  business  that  one  of  all  possible  extensions 
of  capital  which  seems  likely  to  produce  the  greatest 
annual  additional  profit  in  proportion  to  its  first  cost ; 
and  this  proportion  will  represent  the  highest  rate  of 
interest  at  which  he  will  be  willing  to  borrow.  An 
intending  lender  will  lend  to  that  capitalist  who  offers 
him  the  highest  rate  of  interest.  This,  of  course,  is  the 
ordinary  operation  of  supply  and  demand  in  an  open 
market.  The  effect  is  to  equalise  the  rates  of  interest 
asked  and  offered  so  that  there  is  a  single  market  rate 
(differences  due  to  differences  in  the  credit  of  the 
borrowers  may  for  the  present  purpose  be  neglected). 
This  state  of  affairs  can  only  be  reached  if  every  business 
is  supplied  with  capital  up  to  such  a  point  that  an 
extension  of  its  capital  would  earn  additional  profit 
equal  to  or  less  than  the  interest  upon  the  cost  of  the 
extension.  If  an  extension  in  any  business  would  earn 
a  greater  profit  than  this,  lenders  will  tend  to  select  that 
business  for  their  operations,  until  it  also  is  supplied  with 
capital  up  to  the  prevailing  level.  It  is  hardly  necessary 
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to  say  that  the  speculative  element  in  these  operations 
makes  the  practice  very  different  indeed  from  the  theory. 
But  still,  there  remains  this  central  fact  that  people 
engaged  in  industry  can  afford  to  borrow  money  for  the 
purchase  of  new  capital  at  a  rate  of  interest  not  greater 
than  the  probable  annual  saving  of  labour  due  to  the 
new  capital  as  compared  with  its  cost.  It  is  important 
to  notice  that  the  primary  function  of  capital  (once  the 
absolutely  necessary  minimum  is  provided)  is  to  save 
labour.  We  are  accustomed  to  express  this  by  saying 
that  it  saves  or  earns  money,  but  the  saving  of  labour 
is  the  ultimate  physical  fact.  If  mechanical  road 
sweepers  save  the  rates,  that  is  because  one  man  with  a 
mechanical  sweeper  can  do  the  work  of  several  with 
brooms.  The  reduction  in  the  number  of  men  is 
a  physical  fact,  of  which  the  reduction  in  the  cost  is 
merely  an  economic  consequence.  In  any  country  in 
which  the  amount  of  capital  per  head  increases,-  the 
rate  of  interest  has  a  tendency  to  fall.  If  one  genera- 
tion has  discovered  all  the  most  profitable  openings  for 
the  investment  of  a  fund  jof  capital  amounting  to  £100 
per  head,  and  if  the  next  generation  finds  openings  for 
the  investment  of  a  fund  of  capital  amounting  to  £150  a 
head,  the  new  openings  must,  other  things  being  equal, 
be  less  profitable  than  the  old.  On  the  other  hand,  new 
inventions  and  improvements  in  organisation  have  a 
precisely  contrary  tendency.  Every  new  invention  is, 
in  fact,  a  new  opening  for  investment,  and  until  the 
invention  has  come  into  the  most  extended  use  for 
which  it  is  adapted,  this  investment  may  command 
profits  far  exceeding  the  market  rate  of  interest.  But 
in  practice  neither  of  these  tendencies  can,  at  any  rate 
in  a  wealthy  modern  state,  act  very  quickly.  The 
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additions  made  in  one  year  to  the  national  stock  of 
capital  are  small  compared  with  the  total ;  the  pro- 
gress of  invention  may  be  rapid  now  and  then  in  one 
particular  industry,  but  it  is  rarely  widespread  enough 
to  have  any  very  marked  or  sudden  effect  on  trade  as 
a  whole. 

Here  then  is  the  answer  to  the  question,  how  does 
capital  enter  into  the  cost  of  production  ?  It  appears 
in  the  form  of  the  interest  on  the  cost  of  production  of 
the  capital.  This  is  in  appearance  a  vicious  circle,  for 
capital  enters  into  the  cost  of  production  of  capital. 
But  that  objection  does  not  really  arise,  for  the  capital 
already  in  existence  and  the  new  capital  in  process  of 
creation  are  in  competition  with  one  another.  The  cost 
of  production  of  the  old  capital  becomes,  for  practical 
purposes,  the  cost  at  which  new  capital  like  it  might  be 
produced,  and  the  rate  of  interest  tends  to  be  that  which, 
assumed  on  new  and  old  capital  alike,  will  just  make  the 
employment  of  new  capital  profitable. 

The  foregoing  remarks  apply  to  fixed  capital,  that  is 
to  say  plant,  more  or  less  permanent  in  character,  which 
will  continue  so  long  as  it  is  kept  in  repair  to  earn  in 
labour  saving  a  certain  percentage  on  its  first  cost.  But 
the  term  capital  includes  commodities,  such  as  fuel  and 
raw  materials,  which  are  consumed  in  a  single  process 
of  production,  but  which  still  are  only  means  of  pro- 
duction. An  interval,  short  or  long,  elapses  between 
the  production  of  such  commodities  and  the  completion 
of  the  consumable  goods  into  the  manufacture  of  which 
they  enter.  This  interval,  like  delay  arising  from  any 
other  cause  in  the  fruition  of  the  products  of  labour, 
must  %be  paid  for.  From  the  point  of  view  of  the 
capitalist  who  controls  the  means  of  production,  there 
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is  no  important  difference  between  the  application  of 
labour  and  plant  to  one  purpose  or  another,  and  he  will 
exact  payment  for  this  delay  on  the  same  terms  as  tor 
the  longer  delay  arising  in  the  ease  of  fixed  capital. 
In  other  words,  circulating  capital  and  fixed  capital  will 
be  in  competition  as  fields  for  investment,  and  the  same 
rate  of  interest  will  be  required  from  both.  Thus  in  any 
business  working  under  normal  conditions  the  price 
received  for  the  finished  product  should  be  sufficient  to 
cover  not  merely  rent  and  interest  on  fixed  capital  and 
the  actual  expenditure  on  labour  and  materials,  but 
interest  at  the  market  rate  on  this  expenditure  for  the 
period  which  has  elapsed  since  it  was  incurred. 

Up  to  this  point  we  might  regard  the  cost  of  pro- 
duction, including  rent,  interest  on  capital  and  pay- 
ments for  supervision,  as  well  as  wages,  as  expressed  in 
terms  of  days'  work.  The  finished  product  represents 
the  work  of  so  many  men  for  so  many  full  days,  and  the 
other  charges  represent  fees  in  respect  of  various  savings 
of  full  days'  work,  due  to  the  favourable  situation  of  the 
land  occupied,  to  the  skill  of  the  supervising  staff,  and 
to  the  use  of  mechanical  appliance-. 

But  in  the  market  the  cost  of  production  is  expressible 
in  money.  The  condition  of  profitable  production  is 
that  the  price  obtained  for  the  finished  commodity  shall 
not  be  less  than  the  cost  of  production.  Both  price 
and  cost  must  be  measured  in  money.  In  order  to 
determine  on  what  scale  they  will  be  measured,  it  is  now 
necessary  to  return  to  the  machinery  of  distribution 
already  described. 

It  was  laid  down  that  the  total  effective  demand 
for  all  commodities  is  simply  the  aggregate  of  all 
incomes,  and  that  the  same  aggregate  represents  the 
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total  cost  of  production  of  all  commodities.  Some 
qualification  requires  to  be  made  in  this  broad  state- 
ment. Incomes  are  made  up  partly  of  earnings,  partly 
of  rent  and  interest.  The  greater  part  of  these  are 
directly  connected  with  the  production  of  commodities. 
Some,  however,  such  as  the  earnings  of  actors,  musicians, 
lawyers,  and  doctors,  and  of  people  engaged  in  one  way 
or  another  in  the  work  of  government,  are  the  re- 
muneration of  services  which  do  not  contribute  to 
the  production  of  any  concrete  commodities.  These 
services,  by  an  artificial  stretch  of  language,  may  them- 
selves be  classed  as  "  commodities." 

But  a  further  correction  is  still  required.  The 
definition  of  capital  as  the  material  aids  to  production 
excludes  a  number  of  forms  of  property,  such  as  houses, 
gardens,  and  furniture,  which  are  consumable  com- 
modities, but  in  which,  as  being  of  a  durable  character, 
savings  are  ordinarily  invested,  and  for  the  use  of  which 
an  annual  sum  comparable  to  interest  may  be  paid. 
The  amount  of  such  annual  sums  will  be  brought  by 
competition  into  line  with  the  rate  of  interest.  The 
income  derived  from  this  kind  of  property  can  only  be 
regarded  as  part  of  the  cost  of  production  of  a  com- 
modity if  the  enjoyment  of  the  property  for  a  specified 
time,  not  the  possession  of  the  property  itself,  is  taken 
to  be  the  "  commodity."  It  is  perhaps  unnecessarily 
pedantic  to  strain  language  by  such  devices,  but  the 
exceptions  thereby  surmounted  have  not  enough  im- 
portance to  merit  separate  treatment  at  the  cost  of 
sacrificing  not  only  symmetry,  but  also  clearness. 

We  can  now  say  simply  that  the  aggregate  of  incomes 
is  equal  to  the  total  cost  of  production  of  all  commodities. 
Each  income  represents  the  purchasing  power  per 
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annum  of  its  possessor.  This  purchasing  power  Is 
exercised  in  part  upon  consumable  commodities,  in  part 
upon  capital.  In  so  far  as  it  is  exercised  upon  capital 
it  is  none  the  less  expended  in  the  purchase  of  com- 
modities, but  these  commodities  are  durable,  whether 
they  are  used  for  immediate  enjoyment,  or  as  the 
means  to  the  production  of  other  commodities.  Thus 
the  whole  income  (except  such  as  goes  to  increase  the 
working  balance)  is  spent,  whether  it  is  saved  (i.e. 
invested),  or  not.  In  the  long  run  all  incomes  are  being 
completely  expended,  and  the  aggregate  of  all  incomes 
over  a  period  of  time  is  the  aggregate  of  all  people's 
expenditure  over  the  same  period,  and  is  therefore 
equal  to  the  aggregate  of  the  sums  paid  for  all  articles 
bought  for  consumption  or  investment,  or  in  other  words 
to  the  aggregate  of  the  sums  received  for  all  articles, 
perishable  or  durable,  sold  for  those  purposes. 

If  we  can  imagine  a  perfectly  stable  condition  of 
society  in  which  the  birth-rate  and  death-rate  are 
equal ;  in  which  the  aggregate  income,  the  stock  of 
money,  the  aggregate  of  bank  balances,  the  scale  of 
prices,  are  all  constant ;  in  which  all  tastes,  all  demands, 
all  processes  remain  unchanged  ;  in  which  capital  is 
always  sufficiently  renewed  and  replaced,  but  never 
extended  ;  in  such  a  condition  of  society  the  standard 
wage  represents  a  definite  and  constant  sum  of  money 
per  week,  which  forms  the  basis  of  the  cost  of  pro- 
duction of  all  commodities.  The  prices  of  commodities 
will  be  permanently  equal  to  their  respective  costs  of 
production  (inclusive,  of  course,  of  all  monopoly  and 
scarcity  profits,  which  may  be  assumed  to  exist  and 
to  be  permanent).  This  is  simply  to  imagine  society 
without  those  fluctuations  of  trade  which  form  our 
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present  subject,  and  to  which  we  are  now  prepared 
to  turn. 

In  dealing  with  fluctuations  it  is  necessary  to  qualify 
in  one  important  respect  the  equations  which  have  been 
established  above.  Those  equations  relate  the  aggregate 
of  all  incomes,  the  aggregate  cost  of  production  of  all 
commodities  produced  per  unit  of  time,  and  the  aggre- 
gate of  all  purchases  (or  sales),  for  consumption  or 
investment,  per  unit  of  time.  Each  of  these  terms, 
however,  is  not  an  actual  quantity  of  money  existing  at 
a  moment  of  time,  but  a  rate  at  which  money  is  accruing. 
These  rates  must  all  in  the  long  run  be  equal.  But  the 
process  of  production,  culminating  in  sales,  and  the 
process  of  receiving  an  income,  culminating  in  pur- 
chases, both  occupy  time.  During  the  period  occupied 
by  the  manufacture  of  a  commodity  the  national  income, 
of  which  its  cost  of  production  is  part,  may  increase  and 
diminish  once  and  again.  It  still  remains  true  that  all 
the  actual  rates  of  income  at  a  particular  moment,  if 
added  together,  make  the  total  cost  at  which  all  the 
commodities  that  are  in  course  of  production  at  that 
moment  are  being  produced.  But  the  cost  at  which  a 
commodity  "  is  being  produced  "  may  change  while  it 
is  still  in  course  of  production.  In  the  same  way  at  a 
particular  moment  all  commodities  may  be  deemed  to 
have  a  definite  price,  but  the  price  may  vary  from  day 
to  day. 

From  the  reasoning  in  this  chapter  it  can  be  seen  in 
what  sense  incomes,  prices,  and  the  cost  of  production 
of  commodities,  are  merely  the  machinery  of  distribu- 
tion. An  income  is  a  claim  to  receive  so  much  money 
per  unit  of  time,  and  money,  even  if  it  be  composed  of 
gold  reckoned  at  its  bullion  value,  is  qua  money  merely 
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that  medium  in  which  the  State  has  decreed  that  debts 
may  legally  be  discharged.  The  really  essential  facts 
about  the  economic  condition  of  a  country  are  that  such 
and  such  commodities  are  being  produced  at  the  cost  of 
so  much  labour  and  skill,  and  by  means  of  so  much 
capital ;  and  that  these  commodities  are  being  con- 
sumed in  such  and  such  proportions  by  the  members  of 
the  community.  The  only  use  of  the  elaborate  system 
of  money  and  credit  is  to  provide  the  necessary  legal 
evidence  of  purchasing  power  in  the  hands  of  those  who 
possess  that  power.  It  is  because  money  plays  this 
subordinate  part  that  the  quantity  of  money  in  circula- 
tion is  not  relevant  (in  any  important  way)  to  a  con- 
sideration of  total  national  wealth.  This  is  especially 
obvious  in  the  case  in  which  all  money  is  inconvertible 
paper,  but  it  is  really  just  as  true  where  gold  is  used  ; 
for  where  gold  is  used,  the  nation  (except  for  the 
convenience  of  having  a  stock  of  international  money 
permanently  available  for  adjustments  in  foreign  trade) 
can  only  benefit  directly  from  its  gold  by  replacing  it  by 
some  other  medium  of  exchange  such  as  paper  money, 
that  is  to  say,  by  ceasing  to  use  the  gold  as  money,  and 
using  it  in  some  other  way. 

But  the  fact  that  money  is  merely  machinery  does 
not  prevent  it  from  having  profound  and  far-reaching 
effects  on  the  production  and  consumption  of  wealth. 
Though  the  quantity  of  money  in  circulation  is  not 
relevant  to  a  consideration  of  total  wealth,  changes  in 
the  quantity  of  money  in  circulation  react  upon  the 
industrial  and  commercial  state  of  the  country,  and 
have  effects  of  the  greatest  importance. 


A  MONETARY  DISTURBANCE  IN  AN    ISOLATED  COMMUNITY 
WITH   NO   BANKING   SYSTEM 

THE  first  step  in  the  examination  of  trade  fluctuations 
will  be  to  consider  what  .will  happen  if  the  theoretical 
equilibrium  of  incomes,  expenditures,  money,  etc.,  is 
disturbed.  Let  the  equilibrium  exist,  as  in  the  perfectly 
stable  society  described  above,  and  let  it  be  disturbed. 
First,  suppose  the  disturbance  to  take  the  form  of  a 
sudden  diminution  of  the  stock  of  money.  We  may 
assume  that  only  paper  money  is  used,  and  that  there 
is  no  banking  system.  The  cause  of  the  diminution  is 
not  here  relevant,  but  it  might  be  effected  by  the 
Government  withdrawing,  in  the  form  of  taxes,  more 
money  than  usual,  and  permanently  withholding  the 
surplus  from  circulation.  The  effects  would  then  be 
spread  evenly  over  the  whole  population. 

Now  a  certain  proportion  of  incomes  are  fixed  in 
amount  and  more  or  less  permanent.  Whatever  may 
happen  to  increase  or  diminish  the  national  stock  of 
money,  there  is  no  immediate  reason  for  the  recipient  of 
a  fixed  income  to  alter  the  "  working  balance  "  of  money 
which  he  retains  in  his  pocket  or  his  cashbox.  But  the 
majority  of  incomes  are  either  variable  or  at  any  rate 
precarious.  The  profits  of  manufacture,  of  transport, 
and  of  retail  trade  are  variable.  The  wages  and  salaries 
of  the  majority  of  employees,  though  less  variable,  are 
precarious. 

37 
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Before  the  withdrawal  of  money  from  circulation, 
every  member  of  the  community  may  be  assumed  to 
have  adjusted  his  working  balance  of  money  in  hand  so 
as  to  fit  the  income  he  was  accustomed  to  receive  and 
the  expenditure  he  was  accustomed  to  incur.  After 
the  withdrawal,  therefore,  some  at  any  rate  of  the 
members  of  the  community,  having  had  to  pay  more 
taxes  than  usual,  will  find  that  they  are  in  danger  of 
a  shortage.  In  the  absence  (as  assumed)  of  a  bank- 
ing system,  it  will  be  necessary  for  them  to  restrict  ex- 
penditure for  a  time  in  order  to  replenish  their  balances. 

But  though  any  one  may  replenish  his  balance  by 
economising,  it  is  clear  that  no  transfers  of  money  from 
one  individual  to  another  can  replenish  all  the  balances, 
the  total  of  which  has  been  definitely  reduced  by  a 
certain  amount.  A  new  equilibrium  can  only  be  found 
by  a  change  in  incomes  which  will  make  a  reduced 
scale  of  balances  sufficient.  The  next  step,  therefore,  is 
to  consider  the  effect  upon  variable  and  precarious 
incomes. 

The  restriction  of  expenditure  by  some  members  of 
the  community  represents  a  corresponding  restriction 
of  the  receipts  of  others.  Those  who  are  engaged  in  the 
production  of  a  particular  commodity,  including  the 
labourers  and  their  supervisors,  and  the  capitalists  and 
landowners  who  participate  (so  far  as  they  participate) 
in  the  production  of  the  necessary  raw  materials,  in 
the  intervening  processes  of  manufactures  up  to  the  com- 
pletion of  the  article,  in  the  process  of  transport  from 
the  several  places  of  manufacture  to  the  several  places 
at  which  the  finished  goods  are  offered  for  sale,  and 
finally  in  the  various  services  included  under  the  head 
of  retailing,  such  as  advertisement,  storage,  selection  in 
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accordance  with  the  customer's  directions,  delivery  at 
the  customer's  house,  etc.  etc.,  all  these  people  depend 
for  the  remuneration  of  their  services  ultimately  on  the 
money  paid  by  the  consumer.  The  goods  have  no  value, 
except  such  as  is  purely  speculative,  until  they  are 
actually  in  the  consumer's  hands.  Any  one  engaged  in 
one  of  the  intermediate  processes  depends  upon  the 
people  engaged  in  the  immediately  succeeding  pro- 
cesses for  his  reward,  and  thus  through  a  continuous 
chain  all  depend  ultimately  upon  the  money  which  is 
given  to  the  retailer  by  the  consumer,  who  is  the  only 
person  whose  function  is  not  "  intermediate." 

The  whole  boot  trade,  including  the  labour,  land, 
and  capital  engaged  not  only  in  manufacturing  boots, 
but  in  breeding  the  beasts  to  produce  the  leather,  and  in 
transporting  and  retailing  the  finished  boots,  is  depen- 
dent in  the  last  resort  for  its  wages,  rent,  and  interest 
upon  the  money  expended  by  members  of  the  community 
in  buying  boots  for  their  own  use.  The  aggregate  of 
wages,  rent,  and  interest  paid  to  the  boot  trade  per  diem 
will  tend  to  be  equal  to  the  daily  expenditure  on  boots, 
and  cannot  in  the  long  run  diverge  from  that  daily 
expenditure. 

A  contraction  of  the  money  in  circulation  entails,  as 
we  have  seen,  a  restriction  of  expenditure  by  members 
of  the  community.  This  restriction  of  expenditure  may 
be  assumed  to  extend  impartially  (but  not  necessarily 
equally)  over  the  whole  area  of  consumable  commodi- 
ties. For  the  moment  (before  any  palpable  signs  of 
this  change  have  appeared)  each  trade  will  be  in  the 
position  of  continuing  its  output  at  the  old  rate  and 
incurring  daily  liabilities  for  wages,  rent,  and  interest 
which  can  only  be  met  if  that  output  is  disposed  of  at 
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the  old  price.  The  first  symptom  of  changed  conditions 
will  be  diminished  sales  by  the  retailers,  involving  a 
diminution  in  their  working  balances. 

As  less  commodities  are  sold,  the  retailers  will  order 
less  from  the  wholesale  dealers,  who  in  turn  will  order 
less  from  the  producers.  If  the  producers  do  not  receive 
sufficient  orders  to  employ  their  capital  and  labour  at 
full  time,  they  must  either  reduce  their  output,  or  reduce 
their  prices,  or  both. 

In  the  perfectly  stable  community  price  is  perma- 
nently equal  to  cost  of  production,  and  the  producers' 
choice  when  the  price  falls  is  therefore  between  reduc- 
tion of  output  and  reduction  of  cost  of  production. 
Cost  of  production  is  ultimately  the  cost  of  paying  the 
incomes  of  the  persons  engaged  in  production,  including, 
besides  the  wages  of  labour,  the  salaries  of  the  super- 
vising and  directing  staff,  the  interest  of  the  capitalist, 
and  the  rent  of  the  landlord.  Of  these  several  elements 
in  cost  of  production  some,  such  as  rent,  or  the  interest 
on  money  borrowed  on  the  security  of  the  business,  will 
be  fixed  charges  ;  others,  such  as  the  wages  bill  and  the 
profits  of  the  owner  or  of  the  shareholders,  as  the  case 
may  be,  will  be  variable.  The  fixed  charges  cannot  be 
reduced  unless  the  business  actually  becomes  insolvent, 
all  other  expedients  having  proved  ineffective. 

The  first  encroachment,  when  sales  fall  off,  will  of 
course  be  made  upon  profits.  A  business  which  has  been 
paying  high  dividends  can  afford  to  continue  its  full 
output  at  a  certain  reduction  of  price  without  suffering 
actual  loss.  But  in  some  cases  this  will  not  be  sufficient. 
Those  businesses  which  have  not  a  sufficient  margin  of 
profit  must  reduce  either  the  number  or  the  pay  of 
their  employees.  In  so  far  as  the  adjustment  is  made 
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by  the  dismissal  of  hands  the  total  output  of  the  com- 
munity will  be  diminished. 

This  process  could,  theoretically,  be  pushed  so  far 
that  the  proportional  decrease  in  the  number  employed 
and  in  the  national  output  would  be  equal  to  the  pro- 
portional decrease  in  the  money  in  circulation.  In  that 
case  the  old  scale  of  incomes  and  prices  could  be  main- 
tained ;  but  the  incomes  with  the  appropriate  balances 
of  money  would  be  shared  among  a  portion  only  of  the 
community,  upon  whom  would  be  thrown  in  some  form 
or  other  the  burden  of  supporting  the  unemployed 
(unless  the  unemployed  were  deported,  left  to  starve,  or 
otherwise  disposed  of). 

On  the  other  hand,  if  the  adjustment  could  be  made 
entirely  by  a  suitable  diminution  of  wages  and  salaries, 
accompanied  by  a  corresponding  diminution  of  prices, 
the  commercial  community  could  be  placed  forthwith 
in  a  new  position  of  equilibrium,  in  which  the  output 
would  continue  unchanged,  and  distribution  would 
only  be  modified  by  the  apportionment  of  a  somewhat 
larger  share  of  the  national  product  to  the  possessors 
of  interest,  rent,  and  other  kinds  of  fixed  incomes. 
In  fact,  the  change  in  the  circulating  medium  is  merely 
a  change  in  the  machinery  of  distribution,  and  a  change, 
moreover,  which,  once  made,  does  not  impair  the 
effectiveness  of  that  machinery.  If  the  habits  of  the 
community  are  adapted  without  delay  to  the  change, 
the  production  of  wealth  will  continue  unabated.  If 
customary  wages  and  customary  prices  resist  the  change, 
the  adjustment,  which  is  bound  to  come  sooner  or  later, 
will  only  be  forced  upon  the  people  by  the  pressure  of 
distress. 

The  symptom  of  incomplete  adjustment  is  the  diminu- 
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tion  of  employment,  either  a  dismissal  of  superfluous 
hands  or  a  reduction  of  hours.  For  this  there  is  (apart 
from  a  restoration  of  the  national  stock  of  money  to  its 
old  level)  no  remedy  but  the  reduction  of  money  wages 
to  the  point  which  will  enable  producers  to  resume  their 
former  activities  and  dispose  of  the  output  without 
incurring  a  loss.  This  reduction  of  money  wages  does 
not  involve  a  proportional  reduction  of  real  wages,  for 
it  is  accompanied  by  an  all -round  reduction  of  prices. 
But  there  will,  in  general,  be  some  slight  reduction 
of  real  wages,  representing  the  change  in  the  balance  of 
wealth  as  between  the  holders  of  fixed  incomes  and  other 
members  of  the  community. 

The  time  taken  in  reaching  the  new  position  of 
equilibrium  will  probably  depend  on  the  willingness  of 
employees  to  accept  the  reduced  wages.  It  will,  per- 
haps, be  hardly  evident  enough  to  them  that  the  accept- 
ance of  reduced  wages  will  provide  a  cure  for  their  loss 
of  employment,  but  the  mere  presence  of  a  body  of  un- 
employed ready  to  accept  work  on  almost  any  terms 
would  have  a  tendency  to  depress  wages.  Whether  the 
process  is  long  or  short,  the  result  is  very  much  what 
theory  would  lead  us  to  expect,  a  general  fall  in  the 
nominal  value  of  everything  which  is  measured  in 
money. 

The  above  description  deals  merely  with  the  conse- 
quences of  a  single  abrupt  change  in  the  quantity  of 
money  in  circulation,  a  change  to  which  society  can 
ultimately  adapt  itself  in  a  renewed  equilibrium.  If 
the  changes  are  gradual  and  continuous  the  community 
may  be  in  a  permanent  condition  of  fluctuation  without 
ever  reaching  economic  equilibrium  at  all.  If  for  a 
period  the  stock  of  money  continuously  diminishes, 
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precisely  the  same  causes  will  be  at  work  as  in  the 
period  following  a  sudden  diminution.  Wages  will 
cling  to  their  customary  rate  until  the  stress  of  un- 
employment begins  to  drive  them  down  ;  they  will 
follow  the  downward  movement  of  money  and  prices 
at  an  interval ;  and  at  last,  when  the  movement  of 
prices  stops,  there  will  be  an  accumulated  weight  of 
unemployment  only  to  be  relieved  by  a  continuance  of 
the  movement  of  wages.  We  are  not  for  the  moment 
concerned  with  the  possible  causes  of  changes,  continu- 
ous or  otherwise,  in  the  stock  of  money  ;  but  a  reversal 
of  the  previous  movement  might  take  place,  in  the  form 
of  a  gradual  increase  in  the  stock  of  money  and  in  the 
scale  of  prices,  before  wages  have  fallen  to  the  equilibrium 
point,  and  might  swallow  up  the  unemployed  in  a  new 
era  of  increasing  trade  before  the  equilibrium  point  is 
ever  reached. 

So  far  we  have  considered  the  effect  of  a  contraction 
of  the  currency  principally  on  the  wage-earner.  Inci- 
dentally, however,  we  have  touched  upon  capital. 

The  capitalist,  as  we  have  seen,  earns  interest  by 
providing  labour-saving  appliances.  According  to 
economic  theory  he  selects  for  his  operations  that 
opening  which  will  enable  him  to  save  the  greatest 
amount  of  labour  per  annum  with  a  given  initial  ex- 
penditure, i.e.  to  earn  the  greatest  rate  of  interest. 
At  any  moment  there  will  be  a  particular  marginal 
or  market  rate  of  interest  such  that  all  enterprises 
promising  a  higher  yield  have  already  been  seized  upon, 
and  it  has  not  yet  been  worth  while  to  undertake  any 
enterprise  whose  promised  yield  is  lower.  In  the  per- 
fectly stable  community,  capital  is  renewed  and  re- 
placed but  never  extended.  There  will  in  any  year  be 
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a  constant  amount  of  new  investment  replacing  an 
equal  amount  of  industrial  failure,  and  the  rate  of 
interest  will  be  constant.  If  the  monetary  equilibrium 
in  such  a  country  is  disturbed,  the  movement  will  end, 
as  already  described,  after  a  greater  pr  less  interval  of 
time,  in  a  state  of  equilibrium  on  a  new  scale  of  incomes 
and  prices,  but  with  the  whole  system  of  production 
and  distribution  very  nearly  unchanged. 

In  this  new  condition  of  equilibrium  the  market  rate 
of  interest,  depending  as  it  does  upon  the  physical 
qualities  of  the  various  labour-saving  contrivances  in 
use,  will  presumably  be  the  same  as  before  the  change. 
But  in  the  interval  of  adaptation  the  rate 'of  interest 
will  be  modified. 

For1  consider  any  project  for  investment  at  a  time 
when  there  is  a  general  tendency  for  the  prices  of  com- 
modities to  fall.  If  the  rate  of  interest  under  stable 
conditions  is  4  per  cent,  then  any  new  equipment  of 
fixed  capital  which  cost  £10,000  would,  so  long  as  the 
stable  conditions  continue,  save  labour  to  the  value  of 
£400  per  annum.  But  if  the  prices  of  commodities  are 
falling  at  the  rate  of  2  per  cent  per  annum,  then  after 
one  year  the  fixed  capital  will  be  worth  only  £9800,  and 
the  labour  saved  will  be  worth  only  £392  per  annum. 
Suppose  that  the  fall  of  prices  is  expected  to  continue 
for  two  years  so  that  the  total  fall  is  expected  to  be  4  per 
cent.  Then  a  man  who  invests  £10,000  in  this  way  will 
expect  to  receive  £392  a  year  hence,  and  in  the  second 
and  every  subsequent  year  £384  3s.  2d.2  He  will,  in 

1  The  theory  indicated  in  the  following  paragraphs  has  been  clearly 
and  fully  explained  by  Prof.   Irving  Fisher  in  his  book  The  Rate  of 
Interest. 

2  i.e.  £392  less  2  per  cent. 
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fact,  get  very  little  over  £384  a  year  by  way  of  interest 
on  his  £10,000.  If,  therefore,  he  wished  to  lend  the 
£10,000  to  some  one  else,  instead  of  himself  expending 
it  on  the  provision  of  fixed  capital,  4  per  cent  would  be 
too  high  a  rate  of  interest  for  the  borrower  to  offer  him. 
Competition  always  tends  to  make  the  rate  of  interest 
prevailing  in  the  market  equal  to  the  actual  yield 
expected  from  the  use  of  money  in  business.  This  under 
the  conditions  assumed  has  fallen  to  £3  17s.  per  cent,  or 
thereabouts,  and  a  security  yielding  a  fixed  £4  in 
perpetuity  would  be  worth  nearly  £104. 

The  foregoing  applies  to  permanent  investment. 
Business,  however,  involves  a  certain  amount  of  tem- 
porary borrowing.  A  sum  of  money  is  borrowed  for  a 
specified  period  of  a  few  months,  weeks,  or  even  days, 
at  the  end  of  which  it  is  repaid.  The  rate  of  interest 
charged  in  such  a  transaction  calculated  at  a  rate  per 
cent  per  annum  would,  under  stable  conditions,  be 
exactly  equal  to  the  rate  of  interest  for  permanent 
investments.  But  when  the  prices  of  commodities  are 
falling  this  ceases  to  be  the  case.  If  the  rate  of  interest 
under  stable  conditions  is  4  per  cent  and  prices  are 
falling  at  the  rate  of  2  per  cent,  then  a  man  who  borrows 
£100  for  six  months  and  pays  interest  at  4  per  cent  will 
be  a  loser.  For  not  only  will  he  pay  £2  by  way  of  interest 
(4  per  cent  for  half  a  year),  but  he  will  have  to  repay  the 
capital  of  £100,  though  the  goods  bought  with  it  will 
have  sunk  in  value  to  only  £99.  In  fact,  the  transac- 
tion will  have  cost  him  £3,  or  6  per  cent  per  annum  on 
his  capital.  To  redress  this  the  rate  of  interest  offered 
for  loans  must  fall  to  2  per  cent  per  annum.  Accord- 
ingly the  effect  of  the  falling  prices  of  commodities  is  far 
greater  on  the  rate  of  interest  for  temporary  loans  than 
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on  that  for  permanent  investments.  Indeed,  the  rate 
of  interest  on  permanent  investments  would  not  drop 
to  2  per  cent  unless  the  fall  of  prices  by  2  per  cent  per 
annum  were  expected  to  continue  in  perpetuity.  The 
fall  is  expected  to  outlast  the  period  of  a  short  loan, 
and  so  the  rate  of  interest  for  that  period  is  diminished 
by  the  whole  2  per  cent.  The  fixed  capital  purchased 
may  be  regarded  as  yielding  2  per  cent  per  annum  for 
the  first  two  years,  during  which  there  is  a  loss  through 
depreciation  of  the  market  value  of  the  plant  to  set 
against  the  gross  yield,  and  4  per  cent  thereafter.  Thus 
in  one  sense  the  permanent  and  temporary  investments 
still  yield  the  same  rate  per  cent,  but  the  rate  on  the 
former  is  variable  and  will  rise  to  its  old  level  some  time 
after  the  period  of  the  latter  has  expired. 

Of  course  this  is  all  a  matter  of  abstract  theory. 
Borrowers  and  lenders  do  not  take  the  future  purchas- 
ing power  of  money  into  consideration  when  they  settle 
the  rate  of  interest.  But  any  useful  examination  of 
the  practical  bearings  of  this  theory  must  be  postponed 
to  the  next  chapter,  when  the  inclusion  of  a  banking 
system  in  our  hypotheses  will  bring  our  investigations 
into  closer  approximation  to  reality. 

It  may  be  objected  that  even  in  theory,  on  the  assump- 
tions made,  the  ordinary  profits  of  business  have  already 
been  greatly  diminished  or  even  wiped  out  by  the  loss 
of  purchasing  power  and  failure  of  demand.  No  doubt 
this  is  so,  so  far  as  the  profits  yielded  by  existing  fixed 
capital  are  concerned.  And  it  is  also  true  that  there 
will  be  little  or  no  investment  in  new  enterprises  for 
increasing  the  output  of  commodities.  The  existing 
equipment  of  capital  is  insufficiently  employed  in  meet- 
ing the  diminished  demand,  and  there  is  no  use  in  adding 


A  MONETARY  DISTURBANCE  47 

to  it  until  the  demand  for  commodities  has  revived. 
Under  the  stable  conditions  assumed  capital  is  renewed 
and  replaced,  but  never  extended.  This  need  not  mean 
that  there  are  no  new  enterprises  at  all,  but  that  the 
new  enterprises  will  only  just  be  sufficient  to  replace 
the  failures.  When  the  contraction  of  the  currency 
occurs  and  profits  vanish,  the  starting  of  new  enter- 
prises will  be  interrupted  and  the  total  quantity  of 
capital  in  use  will  diminish.  But  this  does  not  mean 
that  the  provision  of  new  capital  in  industry  ceases 
altogether.  For  capital  is  primarily  a  means  of  saving 
labour,  and  so  long  as  labour  is  employed  at  all,  labour- 
saving  contrivances  will  fulfil  their  function,  whether  they 
are  used  to  increase  output  or  to  diminish  the  wages  bill. 
Thus  low  profits  are  associated  with  flagging  demand 
in  two  quite  distinct  ways.  On  the  one  hand,  the  profits 
on  existing  capital  are  encroached  upon  through  wages 
resisting  the  fall  which  the  failure  of  demand  requires. 
On  the  other,  the  profits  on  any  new  investment  in  which 
the  money  value  of  the  original  capital  is  to  be  main- 
tained unimpaired  are  diminished.  It  is  by  the  profits 
on  new  investments  that  the  market  rate  of  interest  is 
governed.  Once  fixed  capital  has  been  created  it  can 
be  used  for  no  other  purpose  than  that  for  which  it  was 
designed,  and  its  sole  value  lies  in  its  future  yield.  But 
while  it  is  only  projected,  it  may  still  be  abandoned  and 
the  labour  necessary  for  its  creation  can  be  applied  to 
some  other  purpose.  So  long  as  this  is  possible  the 
action  of  the  investor  will  be  guided  by  a  comparison  of 
the  first  cost  with  the  future  yield,  and  it  is  from  that 
comparison  that  he  arrives  at  a  rate  of  interest.  A 
transaction  in  which  the  first  cost  is  no  longer  a  factor 
will  not  directly  affect  the  rate  of  interest.  A  man  may 
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pay  a  capital  sum  for  a  business  ready  equipped  with 
capital,  but  the  rate  of  interest  assumed  for  the  purpose 
of  the  transaction  will  really  be  based  on  the  possible 
yield  obtainable  from  alternative  investments.  Indeed, 
probably  the  seller  intends  to  lay  out  the  purchase 
price  in  one  of  these  alternative  investments.  Accord- 
ing to  theory,  then,  the  prevailing  rate  of  interest  should 
be  the  rate  which  existed  before  the  disturbance,  as 
modified  by  the  falling  prices  of  commodities. 

To  complete  the  survey  of  the  consequences  of  a  con- 
traction of  the  currency  it  is  necessary  to  refer  to  the 
question  of  how  much  money  will  be  available  for  in- 
vestment. In  other  words,  what  will  be  the  effect  on 
saving  ?  At  the  beginning  there  is  a  general  depletion 
of  cash  balances.  It  must  be  remembered  that  the 
savings  applied  to  investment  are  usually  surpluses 
periodically  taken  out  of  growing  cash  balances.  These 
surpluses  will  for  the  moment  be  less  than  they  would 
otherwise  have  been.  In  the  case  of  a  person  with  a 
fixed  income  the  rate  at  which  the  cash  balance  grows 
will  be  the  same  as  before  the  contraction,  and  he  will 
soon  begin  to  accumulate  savings  at  his  usual  rate.  A 
person  with  a  variable  income  will  find  his  income 
permanently  diminished,  and  he  will  take  time  to  adapt 
his  habits  to  his  changed  circumstances.  If  he  thought 
it  worth  while  to  save  before,  however,  he  will  probably 
think  it  worth  while  to  save  still.  As  prices  fall  and 
profits  are  restored  he  will  again  find  himself  in  a  posi- 
tion to  accumulate  a  surplus  on  his  cash  balance.  But 
in  the  interval  his  savings  will  have  been  continued  at  a 
much  diminished  rate,  if  not  altogether  suspended, 
or  he  may  even  have  drawn  upon  his  accumulated  wealth 
to  meet  his  trade  losses. 
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Employees  will  fall  into  two  classes,  those  who  re- 
main in  employment  and  who,  as  retail  prices  fall  more 
quickly  than  wages  and  salaries,  may  even  find  that 
their  cash  balances  grow  more  quickly  than  before,  and 
those  who,  falling  out  of  employment  for  a  longer  or  a 
shorter  time,  are  compelled  to  draw  upon  past  savings 
or  to  run  into  debt.  The  net  result  is  that  savings  are 
perceptibly  less  than  in  normal  times. 

The  effects  of  a  sudden  expansion  of  the  circulating 
medium  may  be  investigated  in  precisely  the  same 
manner  as  those  of  a  sudden  contraction.  People  find 
themselves  one  day  with  more  money  in  hand  than  they 
expected.  Each  proceeds  to  spend  his  surplus,  some 
using  it  to  meet  wants  and  desires  which  must  otherwise 
have  remained  unsatisfied,  others  investing  it  or  using 
it  to  increase  their  stock  of  permanent  property.  In 
any  case  the  money  is  applied  to  the  purchase  of  com- 
modities or  services,  and  the  surplus  is  merely  trans- 
ferred from  the  buyer  to  the  seller.  So  long  as  the  scale 
of  incomes  remains  unchanged,  commercial  equilibrium 
is  disturbed  ;  whoever  possesses  a  share  of  the  surplus 
proceeds  at  once  to  get  rid  of  it.  Thus  the  number  of 
purchases  per  day  is  above  the  normal.  The  stocks  of 
the  retailers  begin  to  be  depleted.  The  retailers  give 
increased  orders  to  the  producers,  who  in  turn  take  what 
measures  they  can  to  increase  their  output.  If  economic 
conditions  have  hitherto  been  stable,  and  if  the  rate  of 
wages  has  been  in  harmony  with  market  conditions, 
there  will  be  no  large  reserve  of  unemployed  labour  to 
draw  upon  for  this  purpose.  But  there  will  presumably 
be  efficient  men  temporarily  unemployed  between  one 
job  and  the  next,  and  inefficient  men  chronically  under- 
employed, besides  veterans  who  are  too  old  to  continue 
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in  work,  and  youths  who  are  hardly  old  enough  to  begin. 
There  will  thus  in  any  case  be  a  reserve  of  a  sort,  which 
can  be  drawn  upon  by  any  employer  who  is  willing  to 
take  special  pains  to  seek  for  it,  or  who  can  afford  to  pay 
wages  for  labour  which  is  not  fully  effective.  The  sudden 
acceleration  of  purchases  will  make  it  worth  an  employer's 
while  to  take  these  steps.  It  will  also  be  possible 
for  him,  at  any  rate  as  a  temporary  expedient,  to  set 
his  men  to  work  overtime.  But  on  the  assumptions  we 
have  made,  excluding  as  they  do  the  case  where  a 
period  of  expansion  immediately  succeeds  a  period  of 
contraction  and  inherits  therefrom  a  burden  of  unem- 
ployment, the  possible  extension  of  the  productive 
capacity  of  the  community  would  not  be  very  great. 
The  retailers  being  unable  to  obtain  the  execution  of 
their  orders  for  new  goods  without  a  considerable  and 
increasing  delay,  could  only  protect  their  stocks  from 
depletion  by  raising  retail  prices,  and  at  the  same  time 
they  would  be  prepared  to  pay  increased  wholesale 
prices  to  the  producers.  When  the  rise  of  retail  prices 
has  so  far  checked  the  increase  in  demand  that  the 
producers  can  meet  it,  a  state  of  temporary  equilib- 
rium will  have  been  reached.  Incomes,  so  far  as  they 
are  variable,  will  have  been  increased  by  the  increased 
profits  of  business,  and  the  corresponding  increase  in 
cash  balances  will  have  used  up  the  expanded  currency. 
But  there  is,  so  far,  nothing  in  all  this  process  to  affect 
the  remuneration  of  labour,  except  the  employment  of 
the  few  additional  hands  who  are  obtainable. 

In  the  normal  condition  of  a  stable  society,  a  certain 
number  of  businesses  would  always  be  failing,  and  new 
businesses  would  be  filling  their  places.  At  a  period  of 
expansion,  however,  many,  if  not  all,  of  the  businesses 
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which  would  otherwise  be  failing  are  enabled  to  earn 
some  profits  and  to  keep  their  heads  above  water. 

The  new  businesses  will  not  find  the  usual  supply  of 
hands  cast  adrift  by  the  failures,  and  they  will  have  to 
compete  with  the  existing  businesses  to  provide  them- 
selves with  labour.  Here  is  an  influence  tending  to 
increase  the  rate  of  wages.  So  long  as  money  wages 
remain  at  their  old  level,  whoever  has  the  privilege  of 
employing  labour  receives  an  abnormal  rate  of  profit, 
above  the  actual  value  of  his  own  services  and  the 
labour-saving  virtues  of  his  capital  and  land.  While 
this  continues  he  is  in  the  position  of  getting  something 
for  nothing  out  of  his  employees,  and  it  will  be  to  the 
interest  of  his  rivals  in  business  to  entice  away  his  men 
by  offering  them  a  little  more.  As  a  matter  of  fact,  it  is 
not  always  possible  to  induce  a  workman  to  leave  his 
employment  merely  by  offering  him  a  higher  wage,  and 
therefore  it  may  take  a  considerable  time  for  this  in- 
fluence in  the  direction  of  higher  wages  to  take  effect. 
But  the  influence  exists,  and,  until  it  is  worked  out, 
economic  equilibrium  will  not  be  restored. 

It  is  necessary  to  consider  what,  in  the  meanwhile,  is 
happening  to  the  profits  of  capital.  The  increase  in  the 
amount  of  money  in  hand  causes,  as  has  been  seen,  an 
increase  in  the  amount  of  money  spent  on  commodi- 
ties in  a  given  period  of  time,  and  in  particular  causes  an 
increase  in  the  amount  spent  on  the  provision  of  capital 
or,  in  other  words,  invested. 

But  an  increase  in  the  amount  of  money  to  be  spent 
in  investment  does  not  necessarily  of  itself  affect  the 
rate  of  interest.  The  amount  annually  invested  in  any 
community  represents  a  very  modest  proportion  indeed 
of  the  total  capital  already  existing,  and  the  effect  of 
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one  year's  investments,  be  they  great  or  small,  in  de- 
pressing the  rate  of  interest  is  very  slight.  The  rate  of 
interest  will  measure  the  actual  return  which  may 
reasonably  be  anticipated  from  the  most  favourable 
investments  still  remaining  open ;  the  investors,  how- 
ever much  money  they  may  wish  to  invest,  need  not 
accept  less  ;  however  little,  cannot  exact  more. 

Now,  as  just  explained,  to  any  one  engaged  in  business 
the  interval  between  the  first  inflation  of  the  currency 
and  the  final  adaptation  of  the  rate  of  wages  is  excep- 
tionally profitable.  The  income  account  for  that 
period  will  value  the  receipts  at  the  enhanced  prices 
then  prevailing,  while  among  the  disbursements,  though 
the  cost  of  materials  will  have  risen,  the  cost  of  labour 
will  be  initially  low  and  will  only  rise  gradually. 

But  this  extra  profit  accrues  to  the  owner  of  a  business 
not  in  his  capacity  as  a  capitalist,  but  in  his  capacity 
as  an  employer  of  labour.  It  is  a  consequence  of  the 
willingness  of  his  men  to  continue  working  at  a  wage 
which,  through  the  fall  in  the  value  of  money,  has 
become  less  than  the  economic  price  of  their  labour. 
Probably  it  is  not  open  to  a  man  who  is  starting  a  new 
enterprise  to  get  this  extra  profit,  or  at  any  rate  to  get 
the  whole  of  it ;  for  he  will  find  difficulties  in  obtaining 
a  supply  of  labour,  all  the  regular  workmen  being 
already  employed  in  the  existing  enterprises. 

But  though  the  abnormal  profits  due  to  the  prices  of 
commodities  outstripping  that  of  labour  will  have  but 
little  effect  on  new  investments,  the  market  rate  of 
interest  for  short  loans  will  be  subject  to  influences 
similar  in  kind  and  contrary  in  effect  to  those  which 
lower  the  rate  during  a  period  of  depression. 

A  man  who  has  borrowed,  say,  £10,000  for  the  purpose 
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of  increasing  or  improving  the  plant  of  his  business  will 
find,  when  the  time  comes  for  repaying  that  amount, 
that  the  additional  plant  which  he  has  set  up  is  worth 
more  than  £10,000.  Suppose,  for  instance,  that  the 
money  is  borrowed  for  six  months  during  which  prices 
appreciate  1  per  cent,  and  that,  if  prices  were  steady, 
he  would  have  found  it  worth  while  to  borrow  at  4  per 
cent  per  annum,  or  £200  for  the  six  months.  Then  in 
consequence  of  the  rise  of  prices  his  plant  will  be  worth 
£10,100  at  the  end  of  the  six  months  and  he  will  have 
obtained  profits  in  addition  sufficient  to  meet  the  half- 
year's  interest  of  £200.  He  can  therefore  afford  to  pay 
£300  on  account  of  interest,  or  6  per  cent  per  annum. 

And  here,  as  before,  the  effect  on  the  rate  of  interest 
for  permanent  investments  is  relatively  small.  If  the 
rate  of  interest  is  expected  to  be  raised  for  two  years  to 
come  from  a  normal  rate  of  4  to  6  per  cent  by  the  force 
of  rising  prices,  a  perpetual  annuity  of  £4  will  be  worth 
only  about  £96,  representing  a  yield  of  about  £4  3s. 
per  cent. 

The  outcome  of  this  chapter  is  that  we  have  followed 
out  to  its  consequences  an  arbitrary  discontinuous 
change  in  the  quantity  of  money  in  an  economic  organ- 
isation which  has  been  assumed  to  be  in  certain  ways 
arbitrarily  simplified.  The  consequences  revealed  corre- 
spond remarkably  with  the  well-known  characteristics 
of  actual  trade  fluctuations.  On  the  one  hand,  a  con- 
traction of  the  currency  has  been  shown  to  occasion 
the  slackening  of  demand  for  all  classes  of  commodities, 
the  fall  of  prices,  the  lack  of  employment,  the  shrinkage 
of  profits,  and  the  low  rate  of  interest  which  are  the 
concomitants  of  a  trade  depression.  On  the  other  hand, 
an  increase  of  the  currency  has  been  shown  to  lead  to  a 
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stimulation  of  demand,  a  rise  of  prices,  a  high  demand 
for  labour,  inflated  profits,  and  a  high  rate  of  interest, 
all  of  which  are  the  symptoms  of  active  trade.  Our 
assumptions  are  too  narrow  and  artificial,  however,  for 
us  to  draw  any  useful  conclusions  as  yet,  and  in  the  next 
chapter  we  shall  take  a  further  step  towards  giving 
reality  to  the  argument. 


VI 


A    MONETARY    DISTURBANCE    IN    AN    ISOLATED 
COMMUNITY    WITH    A    BANKING    SYSTEM 

HITHERTO  we  have  considered  the  problem  of  fluctua- 
tions in  a  highly  abstract  and  artificial  community — 
one  in  which  there  are  no  banks  and  no  foreign  trade. 
In  order  to  bring  the  theory  adopted  into  line  with 
actual  conditions  it  is  necessary  to  examine  the  effect 
of  these  two  complications  in  modifying  our  conclusions. 

It  will  be  convenient,  first,  to  deal  with  the  banking 
system,  and  for  the  present  still  to  ignore  all  inter- 
national influences.  The  part  played  by  a  banking 
system  in  relation  to  the  working  balances  of  money 
held  by  the  individual  members  of  the  community  has 
been  briefly  explained  above.  The  bank  has  received 
various  sums  from  its  depositors  and  is  permanently 
under  the  obligation  of  repaying  those  sums  on  demand. 
That  obligation  may  be  represented  either  by  a  bank- 
note for  the  sum  deposited,  or  by  an  account  between 
the  depositor  and  the  bank,  conferring  upon  the 
depositor  the  right  of  drawing  cheques,  or,  in  other 
words,  of  instructing  the  bank  to  pay  money  either  to 
himself  or  to  some  third  person. 

For  the  present  we  will  assume,  for  the  sake  of 
simplicity,  that  the  banker's  obligations  are  repre- 
sented by  deposits  and  not  by  notes.  To  be  in  a 
position  to  discharge  its  liabilities  the  bank  need  not 
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retain  in  the  form  of  legal  tender  currency  all  the  money 
which  it  has  received.  Provided  a  portion  is  retained 
sufficient  to  meet  all  reasonably  probable  demands  for 
cash,  the  remainder  can  be  either  invested,  or  as  is  more 
usually  done,  lent  for  a  moderate  and  definite  period, 
which  may  be  a  few  days  or  several  months.  We  are 
not  here  considering  the  sudden  creation  of  a  banking 
system  in  a  country  where  there  has  hitherto  been  none, 
and  we  need  not  therefore  imagine  a  banker  tying  up 
judicious  proportions  of  his  gold  in  a  bag  and  setting 
out  to  look  for  a  borrower.  We  may  assume  a  complete 
banking  system  in  full  working  order,  with  a  nicely 
adjusted  system  of  reserves,  based  on  long  and  carefully 
sifted  experience.  In  such  a  banking  system  there  is  no 
necessary  connexion  between  the  total  of  the  deposits 
and  the  amount  of  coin  which  has  been  paid  to  the 
banks.  A  banker  may  at  any  time  grant  a  customer  a 
loan  by  simply  adding  to  the  balance  standing  to  the 
customer's  credit  in  the  books  of  the  bank.  No  cash 
passes,  but  the  customer  acquires  the  right,  during  the 
currency  of  the  loan,  to  draw  cheques  on  the  bank  up  to 
the  amount  lent.  When  the  period  of  the  loan  expires, 
if  the  customer  has  a  large  enough  balance  to  his  credit, 
the  loan  can  be  repaid  without  any  cash  being  employed, 
the  amount  of  the  loan  being  simply  deducted  from  the 
balance.  So  long  as  the  loan  is  outstanding  it  repre- 
sents a  clear  addition  to  the  available  stock  of  "  money," 
in  the  sense  of  purchasing  power.  It  is  "  money  "  in 
this  sense  which  will  play,  in  a  community  possessing 
banks,  the  same  part  as  money  in  the  stricter  sense  of 
legal  tender  currency  would  play  in  the  fictitious 
bankless  community  whose  commercial  conditions  we 
have  previously  been  considering.  This  is  the  most 
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distinctive  feature  of  the  banking  system,  that  between 
the  stock  of  legal  tender  currency  and  the  trading  com- 
munity there  is  interposed  an  intermediary,  the  banker, 
who  can,  if  he  wishes,  create  money  out  of  nothing. 
We  have  now  to  find  out  how  this  functionary  uses  his 
power  and  under  what  limitations  he  works.  Some- 
thing has  already  been  said  of  the  contingencies  for 
which  he  must  provide.  Whenever  he  grants  a  loan 
and  thereby  creates  money,  he  must  expect  a  certain 
portion  of  this  money  to  be  applied,  sooner  or  later,  to 
purposes  for  which  legal  tender  currency  is  necessary. 
Sums  will  be  drawn  out  from  time  to  time  to  be  spent 
either  in  wages  or  in  small  purchases,  and  the  currency 
so  applied  will  take  a  little  time  to  find  its  way  back 
to  the  banks.  Large  purchases  will  be  paid  for  by 
cheque,  involving  a  mere  transfer  of  credit  from  one 
banking  account  to  another,  but  the  recipient  of  the 
cheque  may  wish  to  apply  it  to  the  payment  of  wages, 
etc.  Thus  the  principal  limitation  upon  the  banker's 
freedom  to  create  money  is  that  he  must  have  a  reserve 
to  meet  the  fresh  demands  for  cash  to  which  the 
creation  of  new  money  may  lead. 

He  will  as  a  rule,  at  any  time,  have  in  hand  a  sufficient 
balance  of  legal  tender  currency  to  support  his  out- 
standing liabilities.  If  his  customers  diminish  this 
balance  by  drawing  out  more  cash  than  they  pay  in,  he 
will  find  himself  with  less  than  a  sufficient  balance,  and 
he  will  endeavour  to  diminish  correspondingly  his 
outstanding  liabilities  ;  that  is  to  say,  he  will  be  more 
reluctant  to  grant  new  loans  or  to  renew  existing  loans 
when  they  fall  due.  If,  on  the  other  hand,  his  cash 
balance  increases,  he  will  be  in  a  position  to  increase 
his  loans  correspondingly. 
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In  trade  a  seller  encourages  or  discourages  buyers  by 
lowering  or  raising  his  prices.  So  a  banker  encourages 
or  discourages  borrowers  by  lowering  or  raising  the  rate 
of  interest.  If  he  raises  the  rate  of  interest,  some 
intending  borrowers  will  find  the  profits  which  they 
expect  to  realise  from  using  the  borrowed  money 
insufficient  to  pay  the  interest,  and  it  will  no  longer  be 
profitable  to  them  to  borrow.  If  he  lowers  the  rate  of 
interest,  some  enterprises  which  would  have  involved  a 
net  loss  or  an  insufficient  profit  at  the  old  rate  will 
become  profitable. 

It  is  clear  that  the  interdependence  of  the  rate  of 
interest  and  the  total  amount  of  credit  money  in 
existence  necessitates  a  complete  reconsideration  of  the 
effects  of  a  change  in  the  stock  of  legal  tender  money. 
For  simplicity  we  will  set  out  as  before  by  studying  the 
effects  of  the  arbitrary  withdrawal  from  circulation  of  a 
portion  of  the  currency,  and  we  will  suppose  this  to 
occur  in  a  community  the  commercial  and  industrial 
conditions  of  which  have  hitherto  been  absolutely 
stable.  The  currency  may  be  assumed,  as  before,  to  be 
inconvertible  paper  or  token  coinage,  so  that  there  is 
no  free  and  automatic  supply  of  fresh  currency  to  be 
drawn  upon  when  a  portion  is  withdrawn. 

The  first  effect  of  the  contraction  of  the  currency  is 
that  the  working  balance  of  cash  in  the  hands  of  indi- 
vidual members  of  the  community  will  be  diminished. 
The  precise  proportion  in  which  this  diminution  is 
shared  between  bankers  and  other  people  does  not 
matter,  for  those  who  have  banking  accounts  will 
quickly  draw  out  enough  cash  to  restore  their  working 
balances.  As  soon  as  this  process  is  completed  we  have 
two  effects  ;  first,  that  the  greater  part,  indeed  practi- 
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cally  the  whole,  of  the  currency  withdrawn  comes  out 
of  the  banks'  reserves,  and  secondly,  that  the  total 
amount  of  purchasing  power  in  the  community  (i.e. 
currency  in  circulation  plus  bank  balances)  is  diminished 
by  the  amount  of  currency  withdrawn.  One  conse- 
quence of  the  existence  of  a  banking  system  is  that  a 
given  diminution  in  the  stock  of  currency  produces  at 
this  stage  much  less  than  a  proportional  diminution  in 
the  total  of  purchasing  power.  For  example,  if  the 
total  of  purchasing  power  be  £1,000,000,000  and  the 
total  of  currency  in  circulation  and  in  reserve 
£250,000,000,  a  10  per  cent  reduction  of  the  currency 
will  initially  involve  only  a  2|  per  cent  reduction 
in  purchasing  power ;  the  currency  will  become 
£225,000,000  and  the  purchasing  power  £975,000,000. 
If  this  could  continue  as  a  permanent  condition,  the 
extent  of  the  trade  depression  and  all  other  fluctua- 
tions would  be  very  much  diminished,  but,  of  course, 
this  result  is  only  attained  by  a  depletion  of  the  banks' 
reserves  below  the  level  demanded  by  their  liabilities. 
This  the  bankers  cannot  acquiesce  in,  and  they  will 
proceed  to  restore  their  reserves  by  discouraging 
borrowers,  and  in  particular  by  raising  the  rates  of 
interest  which  they  charge  for  loans.  In  a  stable 
community  there  will,  of  course,  be  a  stable  market  rate 
of  interest,  but  the  mere  diminution  of  purchasing 
power  will  of  itself,  in  the  manner  previously  explained, 
tend  slightly  to  lower  the  market  rate.  For  this  is  one  of 
the  concomitant  effects  of  a  trade  depression,  and  the 
diminution  of  purchasing  power,  so  far  as  it  goes,  will 
begin  to  produce  a  depression  even  before  the  supply 
of  credit  money  has  been  affected.  But  until  the 
bankers  interfere,  the  depression  is  relatively  small  and 
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probably  works  slowly.  The  bankers'  action  is  the  first 
important  development.  The  bankers  raise  the  rate  of 
interest  in  order  to  restore  their  reserves.  The  actual 
effects  of  this  step  require  to  be  considered  in  some 
detail.  For  this  purpose  a  somewhat  more  detailed 
investigation  of  the  manner  in  which  business  is  financed 
is  necessary. 

The  business  of  production  is  carried  on  from  day 
to  day,  and  the  expenses  accrue  continuously.  The 
business  of  retailing  is  likewise  carried  on  from  day  to 
day,  and  the  receipts  accrue  continuously.  Between 
these  two  processes,  however,  there  ordinarily  inter- 
vene the  stages  of  transportation,  wholesale  dealing, 
etc.,  in  which  the  goods  can  only  be  economically  dealt 
with  in  large  quantities.  As  we  have  already  seen,  the 
financing  of  business  consists  primarily  in  providing  the 
necessary  working  balances  of  money  to  enable  these 
successive  processes  to  be  conveniently  dovetailed 
together,  and  the  greater  portion  of  a  banker's  loans  is 
composed  of  advances  for  this  purpose.  He  advances 
money  to  the  producer  for  the  payment  of  wages  in 
anticipation  of  the  money  which  will  be  received  from 
the  wholesale  dealer  for  the  finished  product,  and  which 
will  enable  the  producer  to  repay  all  the  advances  in  a 
single  sum.  He  advances  money  to  the  retailer  to  buy 
a  consignment  of  goods  from  the  wholesale  dealer,  and 
receives  repayment  perhaps  in  instalments,  more  or 
less  as  the  goods  come  to  be  disposed  of  to  customers. 
The  varying  circumstances  of  different  kinds  of  business 
give  rise,  of  course,  to  corresponding  varieties  in  their 
financial  needs,  but  fundamentally  the  function  of  the 
banker  as  a  lender  is  to  enable  his  customers  to  avoid 
accumulating  disproportionately  large  balances  for 
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some  time  before  large  disbursements  or  after  large 
receipts. 

The  financial  needs  of  any  given  business  will  be 
greater  or  less  according  as  its  output  grows  greater  or 
less.  If  a  man  receives  a  larger  order  than  usual  he  will 
have  to  make  correspondingly  larger  payments  for  raw 
materials,  wages,  etc.,  in  the  interval  before  the  goods 
are  delivered,  and  will  want  to  borrow  proportionately 
more  from  his  banker.  Conversely,  if  he  has  less  work 
on  hand  than  usual  he  will  ask  less  accommodation 
from  his  banker. 

We  are  now  supposing  that  the  banker  wishes  to 
discourage  borrowers,  and  for  that  purpose  raises  the 
rate  of  interest.  It  may  be  pointed  out  that,  within 
limits,  a  banker  can  restrict  loans  directly  by  refusing 
to  lend  at  all  for  the  more  speculative  enterprises 
submitted  to  him,  but  in  practice  such  action  is  hardly 
applicable  except  to  new  departures.  If  a  customer 
established  in  business  presses  for  a  loan  to  carry  on 
operations  on  the  same  scale  as  before,  the  banker 
would  not  ordinarily  refuse.  Thus,  as  against  borrowers 
in  legitimate  business,  the  banker's  weapon  is  the  rate 
of  interest.  He  will  lend  as  readily  as  before  to 
customers  of  good  credit,  but  will  make  a  higher  charge 
for  the  money  lent. 

What  precise  effect  will  this  rise  in  the  rate  of  interest 
have  on  the  borrowers  ?  The  two  principal  classes  of 
borrowers  are  the  producers  and  the  dealers.  The 
producers  will,  of  course,  find  the  cost  of  production  of 
commodities  slightly  increased.  A  manufacturer  who 
receives  an  order  from  a  wholesale  dealer  will  quote  a 
slightly  higher  price  in  order  to  cover  this  extra  cost. 
If  this  rise  in  wholesale  prices  is  reflected  in  retail  prices 
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there  will  be  some  slackening  of  demand,  since  the 
national  purchasing  power  remains  unchanged.  But, 
in  general,  changes  in  the  rate  of  interest  such  as  we 
are  considering  are  too  small  to  affect  retail  prices 
immediately.  The  dealers  would  probably,  in  the  first 
instance,  pay  the  increased  price  to  the  producers  with- 
out disturbing  retail  prices  at  all. 

But  the  dealers  themselves  will  be  influenced  by  the 
rate  of  interest.  One  of  the  special  functions  of  a 
dealer  is  to  keep  a  stock  or  "  working  balance  "  of  the 
goods  in  which  he  deals.  This  is  necessary  to  enable 
him  to  meet  the  varied  needs  of  his  customers  without 
delay.  Now  a  dealer  borrows  money  to  buy  goods,  and 
repays  the  money  as  the  goods  are  sold.  Consequently 
when  his  stocks  are  large  his  indebtedness  to  his  banker 
will  be  correspondingly  large.  The  extent  of  the  stocks 
which  he  sees  fit  to  keep  will  be  based  on  experience,  but 
can,  of  course,  be  varied  within  fairly  wide  limits 
without  much  risk  of  inconvenience.  When  the  rate  of 
interest  goes  up  he  will  be  anxious  to  reduce  his  in- 
debtedness, so  far  as  he  can,  without  incurring  serious 
inconvenience.  He  can  reduce  his  indebtedness  if  he 
can  reduce  his  stocks  of  goods,  and  he  can  reduce  his 
stocks  of  goods  by  merely  delaying  replenishment  when 
they  are  sold.  But  the  orders  received  by  manufacturers 
come  from  the  dealers  who  want  to  replenish  their 
stocks.  Consequently  the  manufacturers  will  at  once 
find  that  they  are  receiving  fewer  and  smaller  orders. 
The  money  which  the  dealers  would  otherwise  have 
been  using  to  pay  the  manufacturers  for  goods,  they  are 
using  to  extinguish  their  indebtedness  to  their  bankers. 
The  effect,  from  the  point  of  view  of  the  manufacturer, 
is  very  nearly  the  same  as  that  which  was  shown  in  the 
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last  chapter  to  ensue  upon  a  contraction  of  the  currency 
in  a  country  without  banks.  That  is  to  say,  he  experi- 
ences a  slackening  of  demand,  and  in  order  to  relieve 
the  resulting  restriction  of  output  he  lowers  prices  so 
far  as  the  existing  expenses  of  production  will  permit. 
This  lowering  of  prices  will  enable  the  dealers  to  lower 
retail  prices,  a  measure  which  would  ordinarily  stimulate 
demand.  But  in  the  meanwhile  the  reduction  of  stocks 
by  the  dealers  and  the  restriction  of  output  by  the 
producers  will  have  been  accompanied  by  a  diminution 
of  the  indebtedness  of  both  producers  and  dealers  to 
the  banks,  and  this  diminution  of  the  bankers'  assets 
will  have  been  accompanied  by  a  diminution  in  their 
liabilities,  i.e.  in  the  supply  of  credit  money.  The 
balances  of  money  in  the  hands  of  the  public  are  there- 
fore decreasing,  and  the  superstructure  of  incomes 
erected  thereon  is  simultaneously  shrinking. 

The  result  is  that  as  fast  as  the  dealers  reduce  their 
stocks  at  one  end  by  retarding  the  process  of  replenish- 
ment, they  find  that  their  stocks  accumulate  at  the 
other  end  in  consequence  of  a  flagging  of  the  demand 
from  the  consumer.  Their  stocks,  therefore,  are  on  the 
whole  depleted  little,  if  at  all,  but  there  is  a  continuous 
decline  of  both  wholesale  and  retail  prices  of  com- 
modities, and  this  decline  of  prices,  involving  a  fall  in 
the  money  value  of  a  given  stock  of  goods,  helps  to 
maintain  the  decrease  of  indebtedness,  and  therefore  of 
credit  money. 

And  other  tendencies  will  be  contributing  towards  the 
same  result.  Any  one  who  intends  to  undertake  any 
industrial  or  commercial  enterprise,  involving,  as  such 
enterprises  almost  invariably  do,  the  borrowing  of 
money,  will  be  inclined  to  postpone  the  commencement 
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of  operations  until  money  can  be  borrowed  on  more 
favourable  terms.  Extensions,  renewals,  or  even 
repairs  of  plant  can  be  postponed  for  a  few  weeks  or  a 
few  months.  Company  promoters  will  wait  till  money 
is  easier  before  they  launch  their  ventures.  In  fact, 
every  one  will  be  unwilling  to  borrow  at  6  per  cent, 
if  he  can  wait  without  inconvenience  till  he  can  borrow 
at  3.  And,  of  course,  a  high  rate  of  interest  imposed 
for  the  express  purpose  of  restoring  the  bankers' 
reserves  will  necessarily  be  a  temporary  measure. 
But  all  this  means  a  curtailment  of  expenditure.  A 
curtailment  of  one  man's  expenditure  means  a  curtail- 
ment of  another  man's  receipts,  and  so  there  arises  a 
still  further  restriction  of  output.  The  process  differs 
from  that  described  in  the  last  chapter  chiefly  in  being 
more  gradual.  The  diminution  in  the  stock  of  money, 
instead  of  occurring  suddenly,  is  caused  progressively 
by  the  action  of  the  trading  world  under  the  influence 
of  the  high  rate  of  interest.  It  should  be  observed, 
however,  that  the  slackening  of  the  dealers'  orders  to 
manufacturers  is  caused  in  the  first  instance  not  by  the 
diminution  of  purchasing  power,  but  directly  by  the 
high  rate  of  interest,  which  discourages  the  accumula- 
tion of  stocks. 

The  high  rate  of  interest  will  continue  until  the 
bankers  are  satisfied  that  their  liabilities  in  the  form  of 
credit  money  (i.e.  to  pay  cash  on  demand)  are  no  longer 
excessive  in  proportion  to  their  reserves  of  cash.  When 
this  stage  has  been  reached  the  rate  of  interest  can  be 
reduced  again.  But  there  is  still  much  to  be  gone 
through  before  the  normal  progress  of  business  can  be 
resumed.  Throughout  the  period  of  high  interest  there 
has  been  a  progressive  restriction  of  output  and  fall  of 
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prices.  The  same  pressure  of  distress  that  we  found  to 
operate  in  the  case  dealt  with  in  the  last  chapter  will 
have  been  at  work.  The  working  classes  will  have  been 
under-employed  and  there  will  be  a  tendency  towards 
the  fall  of  wages.  But  this  tendency  will  presumably 
not  have  had  its  full  effect.  Production,  and  therefore 
employment,  will  still  be  below  the  normal.  In  the 
succeeding  stages,  however,  there  will  be  no  further 
reduction  in  the  supply  of  money.  The  bankers  have 
restored  their  reserves  and  are  satisfied.  The  circum- 
stances, therefore,  resemble  those  which  arise  in  the 
corresponding  stages  in  a  community  without  banks. 
The  aggregate  of  purchasing  power  is  on  the  reduced 
scale  corresponding  to  the  reduced  stock  of  money  ;  the 
productive  resources  of  the  community  will  not  be 
fully  employed  until  the  level  of  prices  is  reduced  in  the 
same  proportion  ;  prices  cannot  be  reduced  until  the 
cost  of  production  is  sufficiently  reduced  ;  and  the  cost 
of  production  can  only  be  reduced  as  wages  are  reduced. 
Wages,  therefore,  are  the  key  to  the  situation.  The 
banks  have  only  to  see  to  it  that  their  loans  are  kept 
at  a  constant  level  through  the  variations  of  output,  of 
stocks,  and  of  prices  which  will  ensue.  The  demand  for 
loans  will  not  vary  greatly,  since  output  and  prices  will 
be  moving  in  contrary  directions.  Practically  the  banks 
will  only  have  to  see  to  it  that  the  rate  of  interest 
charged  coincides  as  closely  as  may  be  with  the  earning 
power  of  money  in  business. 

A  new  complication  is  introduced,  however,  into  the 
theory  of  the  rate  of  interest  on  short  loans  by  the 
bankers'  manipulations,  and  some  further  examination 
is  necessary  to  make  the  subject  clear. 

In  the  absence  of  a  banking  system  we  found  that  two 
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distinct  elements  had  to  be  taken  into  consideration  in 
calculating  the  rate  of  interest.  First,  there  was  the 
rate  which  represented  the  actual  labour-saving  value 
of  capital  at  the  level  of  capitalisation  reached  by 
industry.  This  ratio  of  labour  saved  per  annum  to 
labour  expended  on  first  cost  is  a  physical  property  of 
the  capital  actually  in  use,  and  under  perfectly  stable 
monetary  conditions  is  equal  to  the  market  rate  of 
interest.  It  may  be  conveniently  termed  the  "  natural 
rate."  But,  secondly,  where  monetary  conditions  are 
not  stable,  the  market  rate  diverges  from  the  natural 
rate  according  to  the  tendency  of  prices.  When  prices 
are  rising  the  market  rate  is  higher,  and  when  falling 
lower,  than  the  natural  rate,  and  this  divergence  is  due 
to  the  fact  that  the  actual  profits  of  business  show 
under  those  conditions  corresponding  movements. 

And  now,  thirdly,  we  find  that  where  a  banking 
system  is  in  operation  the  market  rate  does  not  even 
coincide  with  this  second  rate  of  interest,  which,  as  it 
represents  the  true  profits  of  business  prevailing  for  the 
time  being,  may  be  called  the  "  profit  rate."  The 
market  rate  is  in  fact  the  bankers'  rate,  and  is  greater 
or  less  than  the  profit  rate,  according  as  the  bankers 
wish  to  discourage  or  encourage  borrowing.  This 
theory  is  somewhat  complicated,  and  we  have  yet  to 
face  the  problem,  postponed  from  the  last  chapter,  of 
how  far  a  theory  into  which  so  abstract  a  concept  as 
the  purchasing  power  of  money  enters  can  give  a  true 
account  of  the  actions  of  practical  men.  We  have  just 
shown  that  it  is  the  dealers  in  goods,  rather  than  the 
producers,  who  are  influenced  by  the  bankers'  manipula- 
tions of  the  rate  of  interest.  And  this  is  so  because  the 
dealers  are  holders  of  stocks  of  goods,  the  cost  of  holding 
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which  is  directly  and  seriously  affected  by  the  rate  of 
interest.  But  the  cost  of  holding  stocks  of  goods  is 
affected  just  as  directly  and  seriously  by  changes  of 
price.  If  prices  are  falling  a  dealer  will  want  to  hasten 
his  sales  and  delay  his  purchases  ;  if  prices  are  rising  he 
will  want  to  delay  his  sales  and  hasten  his  purchases. 
In  the  former  case  he  will  decrease,  in  the  latter  he  will 
increase  his  stocks.  In  the  former  so  high  a  rate  of 
interest  will  not  be  needed  to  induce  him  to  curtail  his 
borrowing  as  in  the  Utter.  In  fact,  if  the  cost  of  holding 
£10,000  worth  of  goods  for  six  months  is  £200  it  does 
not  matter  to  the  dealer  whether  this  is  made  up  of 
£100  interest  at  2  per  cent  plus  £100  on  account  of  a 
fall  of  value  from  £10,000  to  £9900,  or  whether  it  is  made 
up  of  £300  interest  at  6  per  cent  less  £100  on  account  of 
a  rise  in  value  from  £10,000  to  £10,100.  Consequently, 
for  the  banker's  purposes,  a  "high"  rate  of  interest  is 
one  which  is  above  the  profit  rate,  and  a  "  low  "  rate  of 
interest  is  one  which  is  below  the  profit  rate,  and  it  is 
only  when  the  rate  of  interest  is  equal  to  the  profit  rate 
that  there  is  no  tendency  towards  either  an  increase  or 
decrease  in  temporary  borrowing.  In  any  of  the  three 
cases  the  rate  of  interest  may  be  either  above  or  below 
the  natural  rate.  If  the  natural  rate  is  4  per  cent  and 
the  profit  rate  in  consequence  of  falling  prices  is  only 
2  per  cent,  a  market  rate  of  3  per  cent  is  "  high,"  and 
will  result  in  a  curtailment  of  borrowing.  If  prices  are 
rising  and  the  profit  rate  is  6  per  cent,  a  market  rate  of 
5  per  cent  is  "  low,"  and  will  be  compatible  with  an 
increased  borrowing. 

In  the  case  we  are  now  considering  we  assumed  the 
disturbance  to  be  a  departure  from  perfectly  stable 
conditions,  in  which  the  market  rate  of  interest  would 
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be  identical  with  the  "  natural  "  rate.  On  the  contrac- 
tion of  the  currency  occurring  the  bankers  raised  the 
market  rate  above  the  natural  rate.  But  at  the  same 
time  the  fall  of  prices  began,  and  there  must  conse- 
quently be  a  fall  of  the  profit  rate  below  the  natural 
rate.  As  we  now  see,  the  market  rate  may  actually 
fall  below  the  natural  rate,  and  so  long  as  it  remains 
above  the  profit  rate  it  will  still  be  a  "  high  "  rate  of 
interest. 

When  the  restoration  of  the  bank  reserves  is  com- 
pleted the  market  rate  will  drop  down  to  equality  with 
the  profit  rate,  and  they  will  remain  equal  to  one 
another  and  below  the  natural  rate  until  the  fall  of 
prices  has  gone  far  enough  to  re-establish  equilibrium. 

The  restoration  of  the  bank  reserves  is  a  process 
which  calls  for  a  little  explanation.  If,  to  return  to  the 
numerical  illustration  used  above,  the  total  stock  of 
legal  tender  currency  is  £250,000,000  and  the  total  of 
bankers'  loans  is  £750,000,000,  and  if  the  former  is 
reduced  suddenly  by  10  per  cent,  i.e.  to  £225,000,000, 
the  total  purchasing  power  in  the  community  will 
at  first  be  £975,000,000.  If  of  the  £250,000,000 
£100,000,000  was  required  for  general  circulation 
and  £150,000,000  for  bank  reserves,  then,  with  a  total 
purchasing  power  2J  per  cent  less,  £97,500,000  will  be 
required  for  general  circulation,  leaving  a  reserve  of 
only  £127,500,000  to  support  the  bankers'  loans  of 
£750,000,000.  The  bankers  must  have  £150,000,000  to 
justify  that  amount  of  loans  ;  or  they  would  be  content 
with  £127,500,000  if  their  loans  were  reduced  to 
£637,500,000. 

They  raise  the  rate  of  interest,  with  the  result  that  the 
total  amount  of  loans  outstanding  is  gradually  reduced. 
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But  this  process  results  in  less  money  being  required 
for  general  circulation,  so  that  the  reserves  at  the  same 
time  show  signs  of  increasing.  For  example,  by  the  time 
the  outstanding  loans  have  been  reduced  to  £700,000,000, 
and  the  total  purchasing  power  to  £925,000,000,  the 
currency  required  for  general  circulation  will  be  only 
£92,500,000  and  the  reserves  will  have  risen  to 
£132,500,000.  Equilibrium  will  be  finally  restored 
when  the  loans  have  reached  £675,000,000,  the  circula- 
tion £90,000,000,  and  the  reserves  £135,000,000.  Thus 
the  effect  of  the  high  rate  of  interest  is  both  to  reduce 
the  outstanding  loans  and  to  increase  the  reserve.1 

The  problem  of  an  inflation  of  the  currency  is  affected 
by  the  existence  of  a  banking  system  in  somewhat  the 
same  way  as  that  of  a  contraction.  The  immediate 
effect  of  an  abrupt  addition  to  the  stock  of  money  will 
be  to  raise  the  bank  reserves  above  their  previous  level 
by,  practically,  the  amount  of  money  added.  This,  as 
constituting  an  addition  to  the  total  amount  of  pur- 
chasing  power,  will  start  an  acceleration  of  purchases 
and  an  expansion  of  profits,  but  these  phenomena  will 
be  on  a  restricted  scale  so  long  as  the  amount  of  bankers' 
loans  (which  constitute  the  greater  part  of  the  available 
purchasing  power)  remains  unchanged. 

The  bankers,  however,  are  no  more  willing  than  other 
people  to  keep  larger  stocks  of  cash  than  prudence 
requires.  They  will  therefore  be  readier  than  before 
to  grant  loans,  and  will  continue  to  be  so  until  the 

1  In  these  figures  it  has  been  assumed  for  the  purposes  of  illustration 
that  the  cash  in  circulation  necessarily  bears  a  fixed  proportion  to  the 
aggregate  of  credit  money.  At  a  later  stage  we  shall  find  that  in 
practice  this  is  not  the  case,  and  that  the  failure  of  the  cash  in  circula- 
tion to  vary  with  the  aggregate  of  credit  money  is  of  great  importance 
in  the  theory  of  fluctuations. 
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amount  of  outstanding  loans  has  so  increased  that  their 
reserves  are  no  longer  unnecessarily  great.  The  proper 
procedure  for  this  purpose  would  be  to  lower  the  rate 
of  interest.  But  the  profits  of  trade  have  already  been 
stimulated,  and  the  demand  for  loans  at  the  old  rate, 
which  represented  the  old  profits,  will  therefore  in  any 
case  be  greater.  Even  if  the  bankers  continue  to  ask 
the  same  rates  for  loans  as  before,  the  aggregate  amount 
of  loans  will  grow  steadily.  Moreover,  every  day  that 
an  addition  is  made  to  the  aggregate  amount  of  bankers' 
loans,  that  addition  is  being  made  to  the  aggregate 
amount  of  the  community's  purchasing  power,  and  is 
thus  contributing  to  intensify  the  expansion  of  trade 
and  to  raise  the  profit  rate  of  interest.  There  is  no 
reason  why  the  bankers  should  raise  their  rates  up  to 
the  profit  rate  until  the  outstanding  loans  have  so  far 
expanded  that  the  reserve  of  legal  tender  currency 
remaining  in  their  hands  is  no  longer  more  than  suffi- 
cient. One  of  the  most  important  features  of  a  period 
of  expansion,  in  contrast  with  one  of  contraction,  is 
that  the  action  of  every  one  concerned  is  much  less 
fettered  in  the  former  than  in  the  latter.  During  a 
depression  bankers  are  driven  to  exact  higher  rates  for 
loans  by  the  visible  melting  away  of  their  reserves, 
manufacturers  are  driven  to  sacrifice  their  profits  and 
turn  their  men  adrift  by  a  sheer  inability  to  dispose  of 
their  goods,  workmen  are  driven  by  stress  of  unemploy- 
ment to  accept  lower  wages.  But  when  trade  is 
expanding  a  banker  can  take  advantage  of  the  rising 
rate  of  interest  or  of  the  more  rapid  extension  of  his 
loans  at  the  existing  rate  of  interest  as  he  chooses  ;  the 
workman  may  not  find  out  for  a  long  time  that  the 
market  will,  if  pressed,  yield  him  employment  at  higher 
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money  wages  ;  and  the  trader  is  glad  enough  to  sit  still 
and  accept  the  high  profits  which  fortune  has  given  him. 
In  general,  as  the  aggregate  of  bankers'  loans  gets 
within  sight  of  the  limit  set  by  the  available  reserve, 
the  bankers  will  begin  to  consider  what  steps  they  ought 
to  take  to  prevent  that  limit  being  passed,  and  they  will 
see  to  it  that  the  rate  of  interest  on  loans  is  fixed  at  or 
near  the  profit  rate. 

As  in  the  case  of  a  depression  the  adjustment  of  wages 
may  be  fast  or  slow,  but  cannot  in  any  case  be  com- 
pleted until  after  the  extension  of  the  aggregate  of 
bankers'  loans  is  completed.  Until  the  adjustment  of 
wages  is  completed  the  profit  rate  of  interest  (and 
therefore  also  the  market  rate)  will  be  above  the 
natural  rate. 

Again,  as  in  the  case  of  a  depression,  the  reserve  will 
not  remain  constant  while  the  amount  of  bankers'  loans 
is  being  adjusted.  If  initially  the  amount  of  legal 
tender  currency  is  £250,000,000,  of  which  £100,000,000 
is  in  circulation  and  £150,000,000  in  the  bank  reserves, 
and  the  amount  of  bankers'  loans  is  £750,000,000,  and  if 
the  amount  of  legal  tender  currency  is  abruptly  increased 
to  £275,000,000,  representing  an  increase  of  10  per  cent, 
then  the  amount  of  purchasing  power  will  at  first  be 
increased  from  £1,000,000,000  to  £1,025,000,000,  an 
increase  of  2j  per  cent  only.  The  amount  required  for 
general  circulation  should  increase  in  the  same  pro- 
portion to  £102,500,000,  leaving  £172,500,000  as  a 
reserve  to  support  loans  to  the  amount  of  £750,000,000. 
As  the  loans  grow  the  amount  of  currency  demanded  for 
general  circulation  will  increase  and  the  reserve  will  be 
diminished.  Thus,  when  the  outstanding  loans  have 
reached  £800,000,000  the  amount  of  purchasing  power 
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will  be  £1,075,000,000  and  the  currency  in  circulation 
will  be  £107,500,000,  so  that  the  reserve  will  be  only 
£167,500,000.  Finally  equilibrium  will  be  reached 
when  the  loans  are  £825,000,000,  the  circulation 
£110,000,000,  and  the  reserve  £165,000,000.! 

1  See  footnote  on  p.  69. 
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ORIGINATION    OF    MONETARY    DISTURBANCES    IN    AN 
ISOLATED   COMMUNITY 

IN  the  last  two  chapters  we  have  postulated  a  perfectly 
arbitrary  change  in  the  quantity  of  legal  tender  cur- 
rency in  circulation.  However  closely  the  consequences 
traced  from  such  an  arbitrary  change  may  correspond 
with  the  phenomena  we  have  set  out  to  explain,  we 
have  accomplished  nothing  till  we  have  shown  that 
causes  which  will  lead  to  those  consequences  actually 
occur.  With  the  general  problem  of  how  trade  fluctua- 
tions are  generated  we  cannot  cope  satisfactorily  till  we 
have  extended  our  field  of  inquiry  to  include  an  inter- 
national system  with  the  multifarious  economic  institu- 
tions which  are  to  be  found  in  the  actual  world. 

At  the  present  stage,  however,  it  is  already  possible  to 
make  a  preliminary  survey  of  the  causes  of  fluctuations 
with  the  advantage  of  an  artificial  simplification  of 
the  problem.  And  at  the  outset  it  must  be  recognised 
that  arbitrary  changes  in  the  quantity  of  legal  tender 
currency  in  circulation  cannot  be  of  much  practical 
importance.  Such  changes  rarely  occur.  All  the  great 
commercial  countries  of  the  world  use  gold  currencies, 
and  in  a  gold  currency  arbitrary  changes  cannot  occur 
at  all.  Gradual  changes  in  the  supply  of  gold  do  occur, 
but,  though  they  are  of  considerable  importance  in  the 
theory  of  trade  fluctuations,  as  will  be  shown  in  a  subse- 
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quent  chapter,  they  are  not  sudden  enough  to  produce 
the  effects  elucidated  in  the  preceding  chapters. 

But  what  we  are  looking  for  is  the  origination  of 
changes  not  necessarily  in  the  quantity  of  legal  tender 
currency,  but  in  the  quantity  of  purchasing  power, 
which  is  based  on  the  quantity  of  credit  money.  A 
change  in  the  quantity  of  credit  money  will  serve  our 
purpose  even  if  it  is  not  based  on  a  corresponding 
change  in  the  quantity  of  legal  tender  currency.  For 
example,  if  the  bankers  suddenly  came  to  the  conclu- 
sion that  the  proportion  of  reserves  to  liabilities  pre- 
viously maintained  was  too  low,  and  decided  to  increase 
it,  this  would  necessitate  a  reduction  in  deposits  exactly 
similar  to  the  reduction  which  in  the  last  chapter  we 
supposed  them  to  make  in  consequence  of  a  reduction 
in  the  actual  stock  of  legal  tender  currency.  Or  there 
might  be  casual  variations  in  their  reserves.  These 
reserves  simply  consist  of  that  portion  of  the  existing 
supply  of  cash  which  happens  for  the  moment  not  to 
be  in  the  pockets,  tills,  cashboxes,  etc.,  of  the  public. 
The  amount  of  money  which  any  individual  carries 
about  with  him  at  any  time  is  largely  a  matter  of  chance, 
and  consequently  there  may  very  well  be  variations  in 
the  cash  in  circulation  and  therefore  contrary  varia- 
tions in  the  reserves,  which  are  really  of  the  nature  of 
casual  fluctuations,  or  at  any  rate  are  not  attributable 
to  any  cause  which  could  come  within  the  bankers' 
cognisance. 

And  here  we  must  take  note  of  two  very  important 
economic  laws.  First  of  all,  when  the  bankers  have 
thus  disturbed  the  course  of  trade  owing  to  their  failure 
to  diagnose  correctly  a  casual  increase  in  their  reserves, 
the  disturbance  is  always  liable  to  be  exaggerated  in 
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the  following  manner.  We  have  already  remarked  that 
when  the  bankers  are  extending  their  loans,  there  is 
theoretically  a  simultaneous  tendency  towards  a  diminu- 
tion of  their  reserves,  for  the  increase  in  the  aggregate 
of  purchasing  power  demands  a  proportional  increase 
in  the  currency  in  circulation.  But  in  practice  the 
increase  in  the  circulation  (and  the  decrease  in  the  re- 
serves) will  probably  lag  behind  the  increase  in  pur- 
chasing power.  The  additional  loans  are  placed  by  the 
bankers  to  the  credit  of  the  borrowers,  who  intend 
presumably  to  employ  the  money  in  their  business.  As 
soon  as  the  money  begins  to  be  used,  cash  begins  to  be 
drawn  out  against  this  credit.  But  cash  is  required 
mainly  for  the  payment  of  wages,  and  the  increased 
profits  of  trade  are  not  at  first  accompanied  by  a  pro- 
portional increase  of  wages.  The  increase  of  the  cir- 
culation at  the  expense  of  the  reserves  will  therefore 
be  a  gradual  process  spread  over  the  whole  interval 
between  the  first  extension  of  the  bankers'  loans  and 
the  final  adjustment  of  wages.  First,  the  improvement 
in  employment,  even  before  there  is  any  increase  of 
wages,  will  increase  the  total  earnings  of  the  working 
classes,  and  then,  when  wages  have  reached  their 
limit,  the  cash  in  their  hands  will  still  go  on  accumulat- 
ing for  a  time,  before  the  process  of  investment,  through 
savings  banks  or  otherwise,  becomes  sufficiently  rapid 
to  use  up  their  savings  as  they  accrue.  Unless  the 
bankers  are  prepared  for  this  development  they  will 
invariably  find  themselves  bound,  at  the  end  of  a  period 
of  active  trade,  to  curtail  their  loans  again.  And  in  a 
case  where  they  have  been  misled  by  a  casual  increase 
in  their  reserves  into  relaxing  their  terms  for  loans  as 
if  there  were  a  permanent  increase  in  the  circulating 
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medium,  the  subsequent  recovery  will  be  complicated 
by  the  same  cause.  The  contrary  principle  is  also  true, 
that  when  there  is  a  contraction  of  trade  profits  fall 
before  wages,  and  the  banks  reduce  credit  money  more 
than  is  strictly  necessary. 

Secondly,  it  is  important  to  observe  that  whenever 
the  prevailing  rate  of  profit  deviates  from  the  rate  of 
interest  charged  on  loans  the  discrepancy  between  them 
at  once  tends  to  be  enlarged.  If  trade  is  for  the  moment 
stable  and  the  market  rate  of  interest  is  equal  to  the 
profit  rate,  and  if  we  suppose  that  by  any  cause  the 
profit  rate  is  slightly  increased,  there  will  be  an  increased 
demand  for  loans  at  the  existing  market  rate.  But  this 
increased  demand  for  loans  leads  to  an  increase  in  the 
aggregate  amount  of  purchasing  power,  which  in  turn 
still  further  increases  the  profit  rate.  This  process  will 
continue  with  ever  accelerated  force  until  the  bankers 
intervene  to  save  their  reserves  by  raising  the  rate  of 
interest  up  to  and  above  the  now  enhanced  profit  rate. 
A  parallel  phenomenon  occurs  when  the  profit  rate, 
through  some  chance  cause,  drops  below  the  market 
rate ;  the  consequent  curtailment  of  loans  and  so  of 
purchasing  power  leads  at  once  to  a  greater  and  growing 
fall  in  profits,  until  the  bankers  intervene  by  reducing 
the  rate  of  interest.  It  appears,  therefore,  that  the 
equilibrium  which  the  bankers  have  to  maintain  in 
fixing  the  rate  of  interest  is  essentially  "  unstable,"  in 
the  sense  that  if  the  rate  of  interest  deviates  from  its 
proper  value  by  any  amount,  however  small,  the 
deviation  will  tend  to  grow  greater  and  greater  until 
steps  are  taken  to  correct  it.  This  of  itself  shows  that 
the  money  market  must  be  subject  to  fluctuations.  A 
flag  in  a  steady  breeze  could  theoretically  remain  in 
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equilibrium  if  it  were  spread  out  perfectly  flat  in  the 
exact  direction  of  the  breeze.  But  it  can  be  shown 
mathematically  that  that  position  is  "  unstable,"  that 
if  the  flag  deviates  from  it  to  any  extent,  however 
small,  it  will  tend  to  deviate  further.  Consequently  the 
flag  flaps. 

The  effect  of  these  two  principles  in  exaggerating  any 
casual  change  in  purchasing  power  is  really  the  funda- 
mental cause  of  fluctuations.  Their  operation  will  be 
dealt  with  more  fully  when  we  come  to  the  general 
discussion  of  the  origination  of  fluctuations  in  the 
world  as  it  is,  and  we  need  not  dwell  further  on  them  at 
present. 

There  are,  however,  other  economic  influences  which 
at  any  rate  affect  even  if  they  do  not  produce  fluctua- 
tions. The  state  of  trade,  for  example,  is  always  held 
to  be  very  intimately  related  with  the  state  of  credit. 
The  tendency,  indeed,  is  to  exaggerate  the  importance 
of  credit  in  the  subject,  but  that  it  has  considerable 
importance  is  not  open  to  doubt.  Credit  money  is 
composed  of  the  obligations  of  bankers,  and  if  a  banker 
cannot  meet  his  obligations  the  credit  money  depen- 
dent upon  him  is  wholly  or  partly  destroyed.  Again, 
against  his  obligations  the  banker  holds  equivalent 
assets,  together  with  a  margin.  These  assets  are  com- 
posed chiefly  of  two  items,  legal  tender  currency  and 
loans  to  traders.  The  solvency  of  the  banker  will 
depend  largely  on  the  reality  of  these  assets,  and  the 
value  of  the  loans  will  depend  in  turn  on  the  solvency 
of  the  borrowers. 

The  most  effective  method  of  securing  loans  is  by  the 
instrumentality  of  bills.  A  dealer  gives  an  order  to  a 
manufacturer  for  goods  to  the  value  of,  say,  £10,000,  to 
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be  delivered  in  four  months.  The  manufacturer  will  buy 
the  necessary  raw  material  and  employ  the  necessary 
labour  to  produce  the  goods,  and  in  order  to  do  this  he 
will  wish  to  borrow  a  sum  of  money  comparable  to  the 
£10,000  which  he  is  to  receive.  He  draws  a  bill  for 
£10,000  payable  four  months  hence  on  the  dealer,  and 
the  dealer  by  "  accepting  "  the  bill  pledges  his  credit 
that  the  money  will  be  forthcoming.  When  both  the 
parties  to  the  transaction  have  vouched  for  it  the 
manufacturer  can  take  it  to  his  banker  and  get  the  bill 
"discounted,"  that  is  to  say,  he  will  receive  the  money 
shown  on  the  face  of  the  bill,  less  interest  up  to  the 
period  when  the  bill  falls  due.  The  whole  value  of 
the  manufacturer's  efforts  in  producing  the  goods 
depends  upon  there  being  an  effective  demand  for 
them  when  they  are  completed.  It  is  only  because  the 
dealer  anticipates  that  this  effective  demand  for  them 
will  be  forthcoming  that  he  gives  the  manufacturer 
the  order.  The -dealer,  in  fact,  is  taking  the  responsi- 
bility of  saying  how  £10,000  worth  of  the  productive 
capacity  of  the  country  shall  be  employed.  The  manu- 
facturer, in  accepting  the  order,  and  the  banker  in  dis- 
counting the  bill,  are  both  endorsing  the  opinion  of  the 
dealer.  The  whole  transaction  is  based  ultimately  on  an 
expectation  of  a  future  demand,  which  must  be  more  or 
less  speculative.  But  the  banker  is  doubly  insured 
against  the  risk.  Both  the  dealer  and  the  manufacturer 
are  men  of  substance.  If  the  dealer  cannot  dispose  of 
the  goods  for  £10,000,  he  is  prepared  to  bear  the 
loss  himself.  He  expects  some  of  his  ventures  to  fail, 
and  others  to  bring  him  more  than  he  counted  on. 
Taking  the  rough  with  the  smooth  he  will  probably 
make  a  profit.  Even  if  now  and  then  he  finds  that 
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over  a  period  of  time  he  has  suffered  a  loss,  he  probably 
has  sufficient  property  to  enable  him  to  meet  the  loss 
without  failing  to  meet  his  obligations  to  the  manu- 
facturer. And  if  the  dealer  becomes  insolvent  there  is 
still  the  manufacturer  to  save  the  banker  from  loss.  A 
manufacturer  usually  has  a  considerable  quantity  of 
fixed  capital  which  would  enable  him  to  borrow  on 
mortgage  to  meet  such  a  liability.  Where  bills  are  not 
used  a  banker  may  lend  on  the  sole  credit  of  a  dealer 
or  manufacturer,  relying  on  the  value  of  the  business 
to  which  he  lends  as  the  ultimate  security  for  the  loan. 
Now  if  a  contraction  of  credit  money  occurs,  the 
consequent  slackening  of  demand  and  fall  in  the  prices 
of  commodities  will  lead  to  a  widespread  disappointment 
of  dealers'  expectations.  At  such  a  time  the  weakest 
dealers  are  likely  to  fail  altogether.  Moreover,  the 
credit  of  the  manufacturers  is  also  likely  to  be  impaired. 
An  individual  or  a  company  in  starting  a  manufactur- 
ing business  would  usually  add  to  the  capital  they  can 
provide  themselves,  further  sums  borrowed  in  the  form 
of  debentures  secured  on  the  business  and  yielding  a 
fixed  rate  of  interest.  The  debenture  interest  being  a 
first  charge,  only  such  part  of  the  value  of  the  business 
as  corresponds  to  the  profits  of  the  proprietor  or  share- 
holders is  available  as  the  secondary  security  for  tem- 
porary loans.  But  when  the  general  level  of  prices  is 
falling,  the  value  of  the  entire  business  will  be  falling 
also,  while  the  debenture  and  other  liabilities,  being 
expressed  in  money,  will  remain  unchanged.  If  the 
business  is  earning  £10,000  a  year  of  which  £7500  goes 
in  fixed  charges,  and  if  the  general  level  of  prices  falls 
5  per  cent,  the  receipts  will  fall  to  £9500,  but,  the  fixed 
charges  remaining  the  same,  the  profits  accruing  to  the 
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proprietor  or  shareholders  will  drop  from  £2500  to 
£2000,  a  fall  of  20  per  cent.  Thus  the  amount  of  security 
which  can  be  offered  from  this  source  to  safeguard 
temporary  loans  is  permanently  diminished  by  20  per 
cent,  while  the  amount  of  temporary  loans  needed  is 
diminished  by  only  5  per  cent.  But  this  is  not  the  whole 
story.  For  during  the  period  of  falling  prices,  the 
expenses  of  production  resist  the  downward  tendency, 
and  the  profits  are  temporarily  diminished  and  may  be 
entirely  obliterated  or  turned  into  an  actual  loss.  A 
weak  business  cannot  bear  this  strain,  and  being  un- 
able to  pay  its  debenture  interest  and  having  no  further 
assets  on  which  to  borrow,  it  will  fail.  If  it  is  not  re- 
constructed but  ceases  operations  altogether,  that  will 
of  course  contribute  to  the  general  diminution  of  out- 
put. Its  inability  to  meet  its  engagements  will  at  the 
same  time  inflict  loss  on  the  banks.  But  at  present  we 
are  considering  credit,  and  credit  depends  on  the 
expectation  of  future  solvency.  A  business  which  is 
believed  to  be  weak  will  have  difficulty  in  borrowing, 
because  bankers  fear  that  it  may  fail.  At  a  time  of 
contracting  trade  the  probability  of  any  given  business 
failing  will  be  increased.  At  the  same  time  the  prob- 
ability of  any  particular  venture  for  which  it  may 
desire  to  borrow  resulting  in  a  loss  instead  of  a  profit 
will  likewise  be  increased.  Consequently  at  such  a 
time  credit  will  be  impaired,  but  this  will  be  the  con- 
sequence, not  the  cause  of  the  contracting  trade. 

There  is  nevertheless  some  tendency  for  this  cause 
also  to  exaggerate  a  contraction  which  has  once  begun. 
For  the  mere  reluctance  of  the  banks  to  lend  decreases 
the  quantity  of  credit  money,  independently  of  the 
decrease  occasioned  by  the  rise  in  the  rate  of  interest. 
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And  it  may  be  that  when  the  banks  have  completed 
a  sufficient  contraction  of  credit  money  and  lower  the 
rate  of  interest  to  the  level  of  the  profit  rate  again,  yet 
the  amount  of  loans  granted  still  continues  to  decrease. 

At  a  time  of  expanding  trade  the  fixed  charges  will 
become  less  and  less  burdensome  on  any  business,  and 
the  margin  available  to  pledge  as  security  will  increase. 
Bankers  will  be  more  confident  of  the  solvency  of  would- 
be  borrowers  than  before,  and  their  confidence  en- 
courages them  to  lend  more  freely.  Their  willingness  to 
lend  increases  the  quantity  of  credit  money,  indepen- 
dently of  the  increase  induced  by  the  rate  of  interest 
being  below  the  profit  rate.  Here,  however,  the  ten- 
dency to  lend  will  not  last  beyond  the  time  when  the 
banks  have  created  as  much  credit  money  as  they  think 
reasonable.  For  whereas  a  bank  will  not  lend  to  a 
trader  whose  solvency  is  doubtful,  even  if  its  existing 
liabilities  are  within  the  limit  which  it  thinks  prudent, 
yet  it  will  be  equally  unwilling  to  lend  to  a  trader  of 
whose  solvency  it  is  satisfied  if  its  liabilities  are  already 
up  to  that  limit. 

We  may  now  proceed  to  consider  the  credit  of  the 
banker  himself.  We  have  already  seen  that  the  banker's 
estimate  of  the  proper  proportion  of  his  reserve  to  his 
liabilities  is  almost  entirely  empirical,  and  that  an  arbi- 
trary change  in  the  proportion  which  he  thinks  fit  to 
maintain  between  them  will  carry  with  it  an  increase  or 
decrease,  as  the  case  may  be,  in  the  available  amount  of 
purchasing  power  in  the  community.  If  a  banker  really 
under-estimates  the  proper  amount  of  reserve,  and  does 
not  correct  his  estimate,  he  may  find  himself  at  a 
moment  of  strain  with  his  reserve  rapidly  melting  away 
and  no  prospect  of  the  process  coming  to  an  end  before 
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the  reserve  is  exhausted.  His  natural  remedy  is  to 
borrow  from  other  banks  ;  but  this  he  can  only  do  if 
they  believe  his  position  to  be  sound.  If  they  will  not 
lend,  he  must  try  to  curtail  his  loans.  But  if  he  has 
been  lending  imprudently,  he  will  find  that  on  his  re- 
fusing to  renew  loans  the  borrowers  will  in  some  cases 
become  bankrupt  and  his  money  will  be  lost.  It  is 
just  when  a  banker  has  been  lending  imprudently  that 
his  fellow-bankers  will  refuse  to  lend  to  him,  and  thus 
the  same  mistake  cuts  him  off  simultaneously  from  the 
two  possible  remedies.  When  a  bank  fails  there  is  a 
cancellation  of  the  whole  amount  of  purchasing  power 
represented  by  the  loans  outstanding  at  the  moment  of 
failure.  The  people  who  have  borrowed  from  the 
defunct  bank  must  either  borrow  from  the  surviving 
banks  to  pay  the  loans  back  as  they  fall  due,  or  they 
must  find  the  money  by  economising  their  expenditure. 
The  surviving  banks  cannot  increase  the  aggregate  of 
their  loans  without  any  increase  in  their  reserves,  and 
they  must  take  steps  to  protect  their  reserves  by  raising 
the  rate  of  interest.  Indeed,  other  banks  which  have 
been  sailing  rather  near  the  wind  are  likely  to  take 
warning  by  the  failure  and  to  aim  at  a  somewhat 
higher  standard  in  the  matter  of  reserves.  In  short, 
the  aggregate  of  bankers'  loans  having  been  excessive 
in  comparison  with  the  aggregate  of  legal  tender  cur- 
rency, the  former  aggregate  is  diminished  as  soon  as  a 
catastrophe  gives  practical  demonstration  of  the  neces- 
sity of  such  a  step. 

This  preliminary  investigation  has  shown  at  any  rate 
that  changes  in  the  aggregate  of  purchasing  power,  such 
as  may  be  the  cause  of  fluctuations  in  trade,  do  actually 
occur,  and  it  thus  affords  prima  facie  proof  of  our  theory. 
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But  before  passing  on  to  deal  with  the  complexities  of 
foreign  trade,  it  will  be  convenient  to  touch  upon  the 
kinds  of  disturbance  which  may  arise  in  a  self-contained 
community  from  the  conditions  of  production  and  con- 
sumption. We  are  only  concerned  with  the  effects  of 
such  disturbances  upon  the  state  of  trade  as  a  whole, 
not  with  the  relative  prosperity  of  the  several  branches 
of  trade. 

If  the  demand  for  some  commodity  falls  off,  the 
people  engaged  in  the  production  of  that  commodity 
will  of  course  suffer.  If  a  sum  of  £10,000,000  a  year 
is  spent  in  hats,  and  if  a  craze  suddenly  develops  for 
going  bareheaded,  so  that  the  sum  so  spent  falls  to 
£8,000,000  a  year,  that  means  that  the  amount  avail- 
able to  meet  the  profits,  rents,  interest,  salaries,  wages 
of  all  the  people  directly  or  indirectly  engaged  in 
supplying  hats  (so  far  as  they  derive  their  incomes  from 
that  economic  function),  is  reduced  in  the  proportion 
of  £10,000,000  to  £8,000,000.  This  reduction  will  make 
itself  felt  first  in  the  sale  of  hats  by  the  retailers,  and  so 
in  the  orders  given  by  the  retailers  to  the  wholesale 
dealers  and  manufacturers.  The  manufacturers  must 
either  restrict  their  output  or  reduce  their  prices. 
They  can  reduce  their  prices  by  sacrificing  their  profits, 
but  they  cannot  push  the  reduction  appreciably  further, 
for  that  would  require  them  to  cut  down  wages.  Wages 
remain  at  their  old  level  in  all  other  branches  of  business. 
Indeed,  other  branches  of  business  gain  what  the  hat 
trade  loses,  for  the  £2,000,000  which  would  otherwise 
have  been  spent  on  hats  is  spent  on  other  things,  either 
on  commodities  for  consumption  or  on  the  provision  of 
new  capital.  The  bankers  will  see  to  it  that  the  supply 
of  credit  money  is  in  due  proportion  to  the  supply  of 
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cash,  and  that  the  diminished  borrowings  of  the  hat 
trade  are  made  up  by  increased  borrowings  elsewhere. 
The  effects,  being  widespread,  will  be  relatively  small, 
but  such  as  they  are  they  will  take  the  form  of  an  in- 
crease in  the  sales,  and  therefore  in  the  prices  of  com- 
modities other  than  hats,  an  increase  in  profits,  an 
improvement  in  employment  at  the  existing  rates  of 
wages,  and  a  tendency  for  those  rates  to  rise.  Thus  on 
the  assumption  that  the  supply  of  money  remains  un- 
affected, the  depression  of  one  trade,  so  far  from  tending 
to  depress  the  others,  tends  rather  to  stimulate  them. 
This  will  make  it  specially  difficult  for  those  engaged  in 
the  one  trade  affected  to  cut  down  wages,  and  therefore 
the  principal  effect  of  the  depression  will  be  a  diminished 
output,  throwing  a  portion  of  the  employees  out  of 
work.  These  latter  will  be  driven  to  look  for  other 
employment,  usually  either  in  unskilled  trades,  or  in 
skilled  trades  more  or  less  allied  to  their  own,  and  of 
course  it  may  be  that  some  find  themselves  perma- 
nently incapable  of  earning  a  living.  However,  so  long 
as  the  total  stock  of  money  remains  unaltered  the  total 
of  money  incomes  will  be  (practically)  unaltered,  and 
the  industrial  machine  will  continue  to  work  steadily, 
even  though  there  are  thousands  compulsorily  idle  and 
dependent  upon  charity  or  public  assistance  for  their 
support.  Those  who,  being  in  employment,  are  paying 
a  portion  of  their  earnings  towards  the  maintenance  of 
the  unemployed  are,  of  course,  also  suffering  loss,  but 
nevertheless  the  peculiar  features  of  a  general  depression 
are  not  present. 

In  the  contrary  case  of  the  growth  of  the  demand  for 
one  commodity  in  comparison  with  the  rest,  there  will 
of  course  be  an  increase  of  sales,  an  increase  of  output, 
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an  increase  of  prices,  of  profits,  and  of  wages  in  the  trade 
so  stimulated.  There  will  at  the  same  time  be  a  very 
slight  depression  in  the  other  trades,  and  there  will  be  a 
tendency  for  more  capital  and  more  labour  than  before 
to  enter  the  trade  in  which  profits  and  wages  have 
risen.  That  is  to  say,  the  output  in  that  trade  will  be 
gradually  increased,  and  that  of  the  other  trades  slightly 
diminished.  But  here  again  none  of  the  characteristics 
of  a  change  in  the  state  of  trade  as  a  whole  will  be 
present. 

In  fact,  it  may  be  stated  broadly  that  as  long  as 
the  stock  of  money  remains  unchanged,  a  change  in  the 
demand1  for  some  commodities  as  compared  with  the 
rest  does  not  either  stimulate  or  depress  trade  as  a 
whole. 

To  pass  next  to  changes  in  the  conditions  of  supply, 
we  will  consider  the  effects  of  scarcity  or  abundance  of 
food  or  raw  material.  The  price  of  any  commodity 
tends  to  rise  or  fall  as  the  available  supply  falls  or 
rises,  and  as  the  total  amount  of  purchasing  power 
available  per  unit  of  time  to  defray  the  cost  of  produc- 
tion of  any  kind  of  commodity  is  equal  to  the  amount 
of  the  commodity  purchased  per  unit  of  time  multiplied 
by  the  price,  the  contrary  movements  of  supply  and 
price  compensate  one  another's  action.  If  the  demand 
is  elastic  the  price  will  rise  or  fall  less  than  in  proportion 
to  the  supply,  if  the  demand  is  inelastic  the  price  will 
rise  or  fall  more  than  in  proportion  to  the  supply.  An 
inelastic  demand  is  usually  characteristic  of  necessaries 
and  an  elastic  demand  of  comforts  or  luxuries.  For 

1  The  "overproduction"  of  a  commodity  is  the  result  of  a  miscalcu- 
lated demand,  and  does  not  differ  in  principle  from  the  case  of  a  failing 
demand. 
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example,  if  the  price  of  corn  rises,  people  will  hardly 
reduce  their  consumption  of  bread  ;  but  if  the  price  of 
umbrellas  rises  they  will  probably  reduce  their  pur- 
chases of  umbrellas  very  perceptibly. 

The  producers  of  a  commodity  for  which  the  demand 
is  elastic  gain  by  an  abundance  and  lose  by  a  scarcity 
of  the  raw  material.  The  producers  of  a  commodity  for 
which  the  demand  is  inelastic  lose  by  an  abundance 
and  gain  by  a  scarcity.  The  effect  on  the  other  trades 
of  the  community  is  in  either  case  the  contrary  of  the 
effect  upon  the  trade  under  consideration,  but,  of  course, 
except  in  the  case  of  a  very  marked  scarcity  or  abun- 
dance in  a  commodity  of  the  first  importance,  this 
effect  is  likely  to  be  inconsiderable.  In  the  extreme 
case  of  a  famine  the  total  money  expenditure  on  food 
will  probably  be  much  greater  than  usual,  and  as  the 
aggregate  money  income  of  the  community  cannot 
increase  so  long  as  the  money  available  to  maintain 
the  cash  balances  remains  the  same,  the  expenditure  on 
all  the  other  commodities  will  be  diminished.  This 
diminution  of  expenditure  will  of  course  involve  a  fall 
in  prices  and  output,  and  there  will  result  a  loss  of 
employment.  But  the  enhanced  receipts  of  those  who 
are  engaged  in  the  supply  of  food  will  take  the  form  of 
exceptional  profits,  and  will  not  be  accompanied  by  any 
increased  demand  on  their  part  for  labour.  The  farmers 
will  perhaps  continue  to  employ  the  same  number  of 
labourers  as  usual ;  they  certainly  will  not  require 
more  to  deal  with  their  diminished  output,  even  though 
that  diminished  output  represents  a  greater  total  money 
value  than  the  full  harvest  of  a  normal  year.  The  un- 
employed in  other  trades  will  therefore  remain  un- 
employed unless  the  rate  of  wages  can  be  reduced.  This 
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represents  a  real  trade  depression,  exhibiting  all  the 
features  of  a  depression  caused  by  a  contraction  in  the 
supply  of  money,  except  that  there  is  present  a  natural 
tendency  to  recover  in  the  next  year,  or  in  the  next  year 
which  produces  a  normal  harvest,  whether  the  various 
stages  of  adjustment  are  passed  or  not. 

On  the  whole,  the  most  remarkable  feature  of  all 
these  disturbances  in  demand  or  supply  is  that  they 
have  comparatively  little  effect  on  the  state  of  trade. 
Except  in  the  special  instance  of  an  actual  famine,  the 
fluctuations  of  demand  or  supply  produce  no  fluctuations 
in  trade  as  a  whole,  the  depression  or  prosperity  of  one 
trade  being  compensated  by  the  prosperity  or  depression 
of  others. 


VIII 

A   MONETARY  DISTURBANCE   IN   AN  INTERNATIONAL 
SYSTEM  WITH  INDEPENDENT  PAPER  CURRENCIES 

WE  have  now  completed  a  sufficient  survey  of  the  nature 
of  fluctuations  in  a  self-contained  community,  and  it  is 
time  to  take  the  next  step  towards  bringing  the  theory 
into  correspondence  with  the  facts  of  the  economic 
world.  This  next  step  takes  us  into  the  midst  of  the 
problems  of  international  trade,  and  in  order  to  deal 
with  the  international  aspects  of  fluctuations,  it  is 
necessary  to  refer  briefly  to  the  underlying  principles 
of  the  foreign  exchanges. 

It  will  again  be  convenient,  at  the  outset,  to  simplify 
the  problem  by  postulating  an  abstract  world  in  which 
some  of  the  actual  complexities  are  omitted,  to  be 
introduced,  one  by  one,  at  later  stages.  This  abstract 
world  may  be  assumed  to  be  a  perfectly  stable  economic 
system,  composed  of  a  number  of  independent  countries, 
each  of  which  uses  an  inconvertible  paper  currency 
which  is  not  legal  tender  in  any  of  the  others.  We  will 
also  suppose  that  there  are  no  protective  tariffs. 

In  any  country  situated  in  this  hypothetical  world 
there  will  presumably  be  a  certain  amount  of  foreign 
trade.  Now  the  transference  of  a  cargo  from  one 
country  to  another  creates  a  debt  due  from  some  one 
in  the  importing  country  to  some  one  in  the  exporting 
country.  This  debt  cannot  be  discharged  by  the  re- 
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mittance  of  money,  because  the  two  countries  have  been 
assumed  not  to  use  the  same  money.  In  fact,  it  cannot 
b'e  paid  at  all  unless  there  is  some  one  in  the  exporting 
country  who  owes  money  to  some  one  in  the  importing 
country.  That  the  debt  should  remain  outstanding  or, 
in  other  words,  that  the  total  indebtedness  of  one 
country  to  the  other  should  be  permanently  increased, 
is  inconsistent  with  the  preliminary  assumption  of 
perfect  economic  stability  in  all  cases.  So  long  as  the 
condition  of  stability  is  maintained  the  indebtedness 
of  the  importing  to  the  exporting  country  must  be  com- 
pensated by  an  indebtedness,  accruing  at  an  exactly 
equal  rate,  arising  out  of  the  transference  of  goods 
from  the  importing  back  to  the  exporting  country. 
This  statement  requires  qualification  in  two  respects. 
First,  the  term  "  goods  "  must  be  regarded  as  including 
not  only  commodities,  but  also  services.  If  a  man  in 
one  country  gives  legal  advice  to  a  man  in  another,  a 
debt  is  created  exactly  as  if  he  had  sent  cheese  instead 
of  advice.  Secondly,  if  one  country  is  permanently 
indebted  to  another  (a  state  not  inconsistent  with 
perfect  stability)  the  borrowers  will  be  permanently 
under  the  obligation  of  remitting  the  interest  on  the 
debts  from  time  to  time,  as  it  falls  due.  In  order  that 
they  may  fulfil  this  obligation  they  must  find  in  the 
creditor  country  people  who  need  to  pay  money  to  the 
debtor  country.  Such  people  can  only  be  found  if 
there  are  exports  from  the  debtor  to  the  creditor  coun- 
try equal  in  value  to  the  interest  due,  over  and  above 
any  exports  that  are  balanced  by  imports  from  the 
creditor  to  the  debtor  country. 

We  have,  therefore,  the  principle  that,  so  long  as  the 
condition  of  perfect  stability  is  fulfilled,  exports  and 


90  GOOD   AND   BAD   TRADE 

imports  of  goods  and  services  pay  for  one  another,  and 
that  any  excess  of  either  over  the  other  represents  the 
payment  of  a  periodically  accruing  liability  such  as  the 
interest  on  borrowed  money. 

This  principle  requires  us  to  equate  together  the 
values  of  exports  and  imports  reckoned  in  two  indepen- 
dent currencies.  It  must  be  remembered  that  each 
currency  has  been  assumed  to  be  inconvertible  paper, 
without  intrinsic  value,  and  owing  its  value  in  exchange 
entirely  to  a  domestic  law  which  makes  it  legal  tender 
at  home  and  has  no  validity  abroad.  The  value  of  the 
unit  of  either  currency  will  depend  merely  upon  the 
amount  which  the  Government  has  seen  fit  to  issue  in 
comparison  with  the  national  needs  for  currency.  How, 
then,  is  the  value  of  each  unit  in  terms  of  the  other 
determined  ? 

The  answer  is  to  be  found  in  the  conditions  under 
which  foreign  trade  is  carried  on.  If  goods  are  manu- 
factured for  export,  the  cost  of  production  is  measured 
in  the  currency  of  the  producing  country,  while  the 
producer  can  only  draw  upon  the  foreign  dealer  who 
imports  the  goods  in  the  currency  of  the  dealer's  own 
country.  In  stable  conditions  the  equivalent  obtained 
by  the  producer  in  the  currency  of  his  country  for  the 
price  received  in  the  importing  country  must  be  equal 
to  the  cost  of  production,  which,  in  turn,  is  equal  to  the 
price  of  similar  goods  in  the  producing  country  itself. 
Moreover,  wherever  the  supply  of  any  goods  is  partly 
domestic  and  partly  foreign,  the  prices  of  the  goods 
derived  from  the  two  sources  of  supply  must  be  identi- 
cal. Also,  no  commodities  can  command  a  price  in 
either  country  greater  than  that  of  similar  commodities 
in  the  other  by  more  than  the  cost  of  transporting  them 
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unimpaired  from  the  latter  country  to  the  former. 
These  conditions  all  arise  out  of  the  existence  of  eco- 
nomic stability  based  on  free  competition.  Between 
them  they  are  sufficient  to  determine  the  relative  values 
for  the  purposes  of  international  payments  of  the 
respective  units  of  currency  of  the  two  countries  con- 
cerned. 

The  point  of  equilibrium  in  their  trade  will  there- 
fore be  governed  by  the  following  principles.  The 
cost  of  production  of  a  commodity  in  either  country, 
calculated  in  terms  of  labour  and  estimated  on  the 
assumption  that  the  country  supplies  the  whole  of  its 
own  demand,  would  in  general  differ  from  that  in  the 
other.  Any  assumed  rate  of  exchange  between  the 
two  units  of  currency  would  afford  a  basis  of  comparison 
in  terms  of  money  between  costs  of  production  in  the 
two  countries,  and  the  result  would  be  to  divide  the 
products  of  each  country  into  three  classes:  (1)  com- 
modities of  which  the  money  cost  exceeds  their  money 
cost  in  the  other  country  by  more  than  the  cost  of 
transport,  (2)  commodities  of  which  the  money  cost 
differs  from  their  money  cost  in  the  other  country  by 
less  than  the  cost  of  transport,  and  (3)  commodities  of 
which  the  money  cost  is  less  than  the  money  cost  in 
the  other  country  by  more  than  the  cost  of  transport. 
Commodities  of  the  intermediate  class  (2)  would  con- 
tinue to  be  produced  by  each  country  for  itself.  But 
commodities  of  class  (1)  would  be  imported,  and  com- 
modities of  class  (3)  would  be  exported.  If,  in  the  case 
of  any  commodity  of  class  (1),  some  of  the  producers 
are  so  favourably  circumstanced  that  they  can  produce 
at  a  cost  not  greater  than  the  cost  of  production  abroad 
plus  the  cost  of  transport,  then  a  part  of  the  supply 
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will  continue  to  be  provided  at  home  by  these  pro- 
ducers. 

Thus  to  any  assumed  rate  of  exchange  there  corre- 
sponds a  determinate  amount  of  exports  and  a  deter- 
minate amount  of  imports,  and,  of  all  the  possible 
rates  of  exchange,  that  alone  will  be  consistent  with 
economic  stability  which  will  lead  to  exact  equality 
between  exports  and  imports  (or,  if  there  is  a  net  in- 
debtedness of  one  country  to  the  other,  to  such  an 
excess  of  exports  or  imports  as  will  just  settle  the  accru- 
ing liabilities  for  interest).  It  is  worthy  of  mention  that 
the  rate  of  exchange  so  arrived  at,  is  entirely  indepen- 
\  dent  of  any  relation  between  the  respective  costs  of 
\  production  of  any  commodity  in  the  two  countries  cal- 
culated in  hours  of  labour  and  in  the  equivalent  in  hours 
6i  labour  of  the  land,  capital,  and  supervision  employed. 
It  may  be  that  the  industrial  efficiency  of  one  country 
is  so  far  superior  to  that  of  the  other  that  there  is  no 
single  commodity  produced  by  the  second,  but  that 
the  same  commodity  could  be  produced  in  the  first  and 
transported  to  the  second  at  a  less  expenditure  of  labour 
and  labour-equivalents.  But  if  that  is  so,  money  wages 
in  the  more  efficient  country  will  be  so  much  higher 
than  the  equivalent,  at  the  prevailing  rate  of  exchange, 
of  money  wages  in  the  other  as  to  preserve  the  equilib- 
rium between  exports  and  imports.  For  example,  the 
superiority  of  Europe  to  India  in  industrial  efficiency 
results  not  in  a  perpetual  growth  in  the  indebtedness  of 
India  to  Europe,  but  in  a  great  divergence  between  the 
money  rates  of  wages.  A  European  labourer  can  earn 
as  many  shillings  in  a  day  as  an  Indian  can  earn  pence. 
/Practically,  it  may  be  said  that  the  rate  of  exchange 
equates  the  general  level  of  prices  of  commodities  in  one 
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country  to  that  in  the  other.  This  is  of  course  only 
approximately  true,  since  the  rate  of  exchange  is 
affected  only  by  those  commodities  which  are  or  might 
be  transported  between  the  two  countries.  If  one  of 
the  two  countries  is  at  a  disadvantage  in  the  production 
of  commodities  which  cannot  be  imported,  or  indeed  in 
those  which  can  only  be  imported  at  a  specially  heavy 
cost,  the  general  level  of  prices,  calculated  fairly  over  all 
commodities,  will  be  higher  in  that  country  than  in  the 
other.  But,  subject  to  this  important  qualification,  the 
rate  of  exchange  under  stable  conditions  does  represent 
that  ratio  between  the  units  of  currency  which  makes 
the  price-levels  and  therefore  the  purchasing  powers  of 
the  two  units  equal. 

Having  indicated  the  conditions  of  a  stable  inter- 
national economic  system  under  the  limitations  as- 
sumed, we  will  now  suppose  the  equilibrium  to  be 
disturbed.  To  begin  with,  it  will  be  convenient,  as  in 
Chapter  V,  to  assume  that  the  countries  concerned 
have  no  banking  systems  and  no  credit  money.  Let 
there  be  two  such  countries,  A  and  B,  and  let  a  contrac- 
tion of  the  currency  occur  in  A.  The  immediate  effects 
will  be  those  which  we  have  already  traced  in  Chapter  V. 
The  cash  balances  of  the  community  will  be  depleted, 
and  there  will  be  a  curtailment  of  expenditure  in  order 
to  restore  them.  The  general  restriction  of  expendi- 
ture involves  a  corresponding  restriction  in  the  sales  of 
goods  and  services.  The  retailers  find  that  they  cannot 
get  rid  of  their  goods  as  quickly  as  usual,  and  they 
reduce  their  orders  to  the  wholesale  dealers  and  pro- 
ducers. The  producers  can  only  avoid  restricting 
their  output  by  lowering  their  prices  ;  they  accordingly 
lower  their  prices  so  far  as  the  existing  scale  of  their 
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expenses  will  permit.  Their  expenses  depend  mainly 
on  the  rate  of  wages,  and  until  the  working  population 
will  accept  lower  wages  there  must  be  some  restriction 
of  output.  This  restriction  of  output  represents  the 
adaptation  of  business  to  the  contracted  currency  by  a 
reduction  of  volume  instead  of  a  reduction  of  money 
values.  In  the  remaining  stage  the  pressure  of  distress 
due  to  lack  of  employment  drives  the  working  class  to 
accept  lower  wages.  As  wages  fall,  prices  fall,  output 
increases,  and  employment  improves,  until  at  last  all 
money  values  have  completed  a  fall  proportional  to  the 
original  diminution  of  the  stock  of  money  and  equilibrium 
is  restored. 

But  the  presence  of  another  country,  B,  carrying  on 
commerce  with  A,  necessitates  a  reconsideration  of 
this  story.  In  the  stable  conditions  preceding  the  con- 
tractions of  the  currency  in  A,  there  will  have  been  an 
exact  balance  of  exports  and  imports.  When  the  con- 
traction occurs  the  exporters  in  B  will  find  a  diminution 
in  the  orders  for  goods  received  from  dealers  in  A,  and 
at  the  same  time  exporters  in  A  will  find  a  diminution 
in  the  domestic  demand  for  their  products.  In  other 
words,  those  classes  of  producers  in  either  country  who 
are  trading  in  both  countries  will  find  their  business 
in  A  diminished.  They  will  no  doubt  reduce  their 
prices,  both  in  A  and  B,  in  order  as  far  as  possible  to 
keep  up  their  output,  and  the  result  will  be  that  they 
will  sell  more  in  B  and  less  in  A  than  before.  Exports 
from  A  to  B  will  be  increased,  and  imports  from  B  to  A 
will  be  diminished.  Imports  will  cease  to  pay  for 
exports,  and  a  net  indebtedness  from  B  to  A  will  be 
created.  How,  then,  is  this  indebtedness  to  be  dis- 
charged ?  It  must  be  remembered  that  a  creditor  in 
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A  cannot  use  the  money  of  B,  since  both  countries  have 
been  assumed  to  use  independent  inconvertible  paper 
currencies.  The  actual  practice  of  an  exporter  of  goods 
to  a  foreign  country  is  to  draw  a  bill  of  exchange,  which 
is  documentary  evidence  that  a  sum  of  money  is  due  to 
him  in  that  country,  and  to  sell  this  bill  to  a  bill-broker 
in  his  own  country,  who  will  pay  him  for  it  the  equivalent 
of  the  sum  at  the  prevailing  rate  of  exchange,  less  the 
necessary  charges  for  discount,  commission,  etc.  So 
long  as  exports  and  imports  balance,  the  bill-brokers 
will  find  that  the  bills  of  either  country  on  the  other 
cancel  out.  But  if  the  balance  is  disturbed  this  will  no 
longer  be  so.  If  the  exports  from  A  increase  and  the 
imports  decrease,  the  bill-brokers  will  find  that  in  A 
they  are  paying  out  more  money  than  they  are  receiv- 
ing, while  at  the  same  time  in  B  they  will  be  receiving 
more  money  than  they  are  paying  out.  Like  other 
people  engaged  in  business,  bill-brokers  must  keep 
working  balances  of  money,  and  the  bill-brokers  will 
find  that  their  working  balances  in  A  are  being  depleted, 
and  that  their  working  balances  in  B  are  being  incon- 
veniently swollen.  Steps  must  be  taken  to  check  these 
movements.  Money  cannot  be  sent  from  B  to  A ;  it 
would  be  no  use  simply  to  increase  the  commission 
charged  on  every  transaction,  for  though  this  would 
diminish  the  total  volume  of  bill-discounting  business 
the  divergence  between  payments  for  exports  and  pay- 
ments for  imports  would  still  exist.  The  only  means  of 
restoring  the  bill-brokers'  balances  is  to  alter  the  rate 
of  exchange.  The  broker  in  A  offers  less  of  the  currency 
of  A  for  a  given  sum  payable  in  B  ;  the  broker  in  B 
offers  more  of  the  currency  of  B  for  a  given  sum  payable 
in  A.  This  makes  the  export  trade  from  A  to  B  less 
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profitable,  and  the  import  trade  from  B  to  A  more 
profitable,  and  a  sufficient  adjustment  of  the  rate  of 
exchange  will  make  the  two  balance  again. 

To  the  question  what  precise  adjustment  will  have 
this  effect,  there  is  no  very  simple  answer.  An  alteration 
in  exact  proportion  to  the  fall  in  the  prices  of  commodi- 
ties in  A  will  not  serve  the  purpose.  Assume  such  an 
adjustment  to  be  made.  Then  if  the  prices  of  com- 
modities in  B  remained  unaltered,  the  exporters  of 
goods  from  A  to  B  would  get  as  much  B-currency  for 
them  as  before,  but  their  receipts  transformed  into  A 
currency  will  be  reduced  in  proportion  to  the  rate  of 
exchange,  i.e.  in  the  same  proportion  as  their  receipts 
and  the  receipts  of  other  producers  from  consumers  in 
A.  They  will  thus  be  able  to  maintain  their  export  trade 
undiminished,  and  receive  as  much  from  goods  exported 
as  from  goods  sold  at  home. 

On  the  other  hand,  exporters  from  B  to  A,  though  the 
reduced  prices  at  which  they  sell  their  goods  in  A  are 
equivalent  to  the  same  amount  of  B-currency  as  the 
old  prices,  will  find  that  the  quantity  of  goods  exported 
is  diminished,  since  the  demand  for  commodities  in  A, 
even  at  the  reduced  prices,  is  lessened. 

Thus  the  export  trade  of  A  will  be  maintained,  while 
its  import  trade  will  be  curtailed.  No  doubt  the  assump- 
tion made  above  that  prices  in  B  remain  unaltered  is 
not  strictly  correct.  The  exporters  in  A  will  suffer  less 
from  the  slackening  of  demand  than  those  producers 
whose  entire  market  is  confined  to  A,  and  they  will 
therefore  be  inclined  to  make  a  less  drastic  reduction 
of  prices,  so  that  the  prices  of  their  goods  in  B-currency 
will  tend  actually  to  increase.  The  exporters  in  B, 
unlike  other  producers  in  B,  will  suffer  some  slackening 


AN  INTERNATIONAL  SYSTEM  97 

of  demand,  and  will  presumably  make  some  reduction 
of  prices  in  B-currency  in  order  to  maintain  output  so 
far  as  they  can.  But  both  these  tendencies  only  in- 
tensify the  want  of  equilibrium  between  exports  and 
imports,  and  it  is  clear  that  so  long  as  the  demand  for 
commodities  in  A  is  below  the  normal  the  rate  of 
exchange  must  be  adjusted  somewhat  more  than  in 
proportion  to  the  fall  of  prices  in  A.  As  the  fall  of  prices 
continues,  however,  the  demand  for  commodities  in  A 
grows,  and  the  proportional  discrepancy  between  the 
movement  of  prices  and  the  movement  of  the  rate  of 
exchange  will  grow  less,  until  at  last,  when  the  fall  of 
prices  is  fully  proportional  to  the  initial  diminution  in 
the  stock  of  money,  the  demand  for  commodities  in  A 
will  have  completely  recovered,  and  the  rate  of  exchange 
will  again  be  in  proportion  to  the  purchasing  powers  of 
the  two  units  of  currency  which  it  relates. 

This  theory  of  the  adjustment  of  the  rate  of  exchange 
is  of  course  highly  artificial  and  abstract.  In  order  to 
bring  it  into  relation  with  the  facts  it  is  necessary  at 
once  to  proceed  to  deal  with  the  operation  of  a  banking 
system  under  the  conditions  assumed.  Suppose,  then, 
that  both  A  and  B  possess  banking  systems,  and  sup- 
pose that  a  contraction  in  the  amount  of  legal  tender 
money  occurs  in  A.  The  bankers  in  A  will  proceed  to 
raise  the  rate  of  interest  in  A,  in  order  to  bring  down 
the  amount  of  credit  money  to  a  suitable  proportion  to 
the  amount  of  legal  tender  money.  There  will  of  course 
be  a  slackening  of  demand,  a  curtailment  of  output, 
and  a  fall  in  the  prices  of  commodities,  with  a  tendency 
to  produce  all  the  consequences  already  described. 
But  at  the  same  time  the  increase  of  the  rate  of  interest 
will  have  independent  consequences  equally  important. 
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A  man  in  B  with  money  to  spare  for  a  temporary 
loan  will  be  able  to  buy  a  bill  of  exchange  on  A,  which 
will  give  him  an  equivalent  sum  in  A.  He  can  lend  this 
sum  at  the  high  rate  of  interest  there  prevailing,  and, 
when  the  loan  matures,  the  money  will  be  equivalent, 
owing  to  the  change  in  the  rate  of  exchange  in  the  in- 
terval, to  a  larger  sum  in  B-currency  than  before.  The 
lender  will  thus  make  a  profit  on  the  exchange  opera- 
tions over  and  above  the  extra  interest.  If  this  oppor- 
tunity is  foreseen,  people  in  B  will  hasten  to  take 
advantage  of  it ;  there  will  be  a  demand  for  bills  on  A, 
and  the  rate  of  exchange  will  react  to  this  demand  ; 
the  importation  of  goods  from  B  to  A  will  thus  be 
stimulated,  and  A  will  become  indebted  to  B.  In  fact, 
the  future  fall  in  the  value  of  B-currency  in  terms  of 
A-currency  is  anticipated,  and  the  exporters  of  goods 
from  B  to  A  are  enabled  to  undersell  the  producers  in  A, 
and  thus  to  hasten  that  general  fall  of  prices  which  is 
the  necessary  condition  of  equilibrium  in  A. 

This  process  will  continue  until  the  requisite  restric- 
tion of  the  volume  of  credit  money  has  been  accom- 
plished. It  should  be  remembered  that  the  rate  of 
interest  only  need  be  high  relatively  to  the  profit  rate 
in  A,  which,  under  the  influence  of  falling  prices,  will  be 
less  than  the  natural  rate.  As  soon  as  the  bankers  are 
satisfied  that  their  reserves  and  the  amount  of  credit 
money  are  in  due  proportion,  the  rate  of  interest  in  A 
will  revert  to  the  profit  rate,  and  the  rate  of  exchange 
will  then  become  subject  to  the  laws  which  apply  when 
there  is  no  banking  system. 

During  this  final  stage  the  profit  rate  in  A  will  remain 
below  the  natural  rate,  and  the  market  rate  of  interest 
will  be  equal  to  the  profit  rate.  But  a  man  in  A  with 
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money  to  lend  cannot  take  advantage  of  the  higher  rate 
of  interest  prevailing  in  B,  where  the  profit  rate  is 
equal  to  the  natural  rate.  For  if  he  lends  his  money  in 
B  he  will  find  when  the  loan  becomes  due  that  the  rate 
of  exchange  will  have  changed  to  his  disadvantage  in  the 
interval,  and  the  net  loss  on  exchange  will  eat  up  the 
extra  interest.  As  a  matter  of  fact  this  is  only  approxi- 
mately true,  for,  as  we  have  seen,  the  rate  of  exchange 
does  not  move  exactly  parallel  with  the  prices  of  com- 
modities in  A.  In  the  later  stages  of  the  disturbance 
the  fall  still  to  take  place  in  the  rate  of  exchange  will  be 
less  than  the  fall  still  to  take  place  in  the  general  level 
of  prices,  and  as  it  is  on  the  latter  that  the  depression  of 
the  profit  rate  depends,  a  lender  in  A  will  gain  something 
by  lending  his  money  in  B.  But  probably  the  induce- 
ment to  do  this  will  not  be  strong  enough  to  be  of  much 
account. 

From  the  above  description,  which  is  necessarily  rather 
complicated,  it  will  be  seen  that  the  mutual  influence  of 
two  areas  with  independent  currency  systems  is  on  the 
whole  not  very  great.  Indeed,  the  only  important 
consequence  to  either  of  a  contraction  of  currency  in  the 
other,  is  the  tendency  for  the  first  to  lend  money  to 
the  second  in  order  to  get  the  benefit  of  the  high  rate  of 
interest.  This  hastens  the  movement  towards  ultimate 
equilibrium  in  the  area  of  stringency.  At  the  same  time 
it  would  raise  the  rate  of  interest  slightly  in  the  other 
country.  But  as  this  rise  in  the  rate  of  interest  is  due  to 
an  enhanced  demand  for  loans,  it  will  not  have  the  effect 
of  diminishing  the  total  stock  of  bankers'  money. 

It  is  hardly  necessary  to  consider  in  the  same  detail 
the  case  of  an  inflation  of  the  currency.  The  inter- 
national effects  (on  the  same  assumptions  as  before) 
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correspond  very  closely  with  those  which  occur  in  the 
case  of  a  contraction.  If  the  bankers  find  their  reserves 
to  be  above  the  necessary  amount  they  relax  the  terms 
for  loans  ;  the  aggregate  of  bankers'  loans  is  increased  ; 
purchases  are  accelerated  ;  the  producers  increase  their 
output  so  far  as  possible,  and  prices  rise.  If  the  rate  of 
exchange  remained  the  same  as  before,  exports  would 
fall  and  imports  would  increase.  The  rate  of  exchange 
must  therefore  be  adjusted.  If  it  were  adjusted  in  strict 
proportion  to  the  rise  of  prices,  imports  would  still  be 
increased  in  proportion  to  the  general  increase  in  con- 
sumption, while  exports  would  be  unchanged.  Thus,  so 
far  as  the  balance  of  exports  and  imports  is  concerned, 
the  adjustment  of  the  rate  of  exchange  must  be  a  little 
more  than  in  proportion  to  the  rise  of  prices.  But 
foreigners  will  be  tempted  by  the  low  rate  of  interest 
to  borrow  money,  and  the  rate  of  exchange  must  be 
further  adjusted  to  check  this  tendency.  It  will  thus  be 
pushed  to  a  point  at  which  there  is  an  excess  of  exports 
just  equal  to  the  amount  of  the  loans  being  advanced 
to  foreign  borrowers.  When  the  low  rate  of  interest 
has  done  its  work  it  will  be  raised  again  to  the  profit 
rate  (now  above  the  natural  rate  owing  to  the  rising 
prices) ;  the  tendency  to  lend  money  abroad  will  cease  ; 
the  rate  of  exchange  will  revert  to  the  point  determined 
by  the  balance  of  exports  and  imports,  that  is,  it  will  be 
altered  as  compared  with  its  original  value  a  little  more 
than  in  proportion  to  the  rise  of  prices  which  has  oc- 
curred. From  that  point  the  gradual  rise  of  wages  will 
begin  to  bring  back  the  output  in  the  area  of  inflation 
to  its  normal  level,  and  prices  will  rise  a  little  further, 
the  rate  of  exchange  being  adjusted  a  little  less  than  in 
proportion  to  the  rise  of  prices,  until  at  last  equilibrium 
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is  restored,  and  all  money  values,  as  wel]  as  the  rate  of 
exchange,  exhibit  the  same  proportional  change. 

It  is  important  to  notice  that  as  soon  as  the  assump- 
tion of  stable  conditions  is  abandoned  the  rate  of  ex- 
change ceases  to  represent  the  ratio  of  the  purchasing 
powers  of  the  two  units  of  currency  which  it  relates. 
A  difference  between  the  rates  of  interest  in  the  two 
countries  concerned  displaces  the  rate  of  exchange  from 
its  normal  position  of  equality  with  this  ratio,  in  the 
same  direction  as  if  the  purchasing  power  of  the  cur- 
rency of  the  country  with  the  higher  rate  of  interest  had 
been  increased.  Such  a  divergence  between  the  rates 
of  interest  would  only  occur  in  case  of  some  financial 
disturbance,  and  though  such  disturbances,  great  or 
small,  are  bound  to  be  frequent,  the  ratio  of  purchasing 
powers  may  still  be  taken  (subject  to  the  qualification 
previously  explained)  to  be  the  normal  significance  of 
the  rate  of  exchange. 


IX 


A  MONETARY  DISTURBANCE  IN  AN  INTERNATIONAL  SYSTEM 
WITH   A   COMMON   METALLIC   MEDIUM   OF  EXCHANGE 

THE  foregoing  exposition  relates  of  course  to  a  hypo- 
thetical world.  But  it  is  best  to  approach  the  problems 
of  international  trade  at  first  by  making  the  assump 
tions  therein  adopted,  for  inconvertible  paper  curren- 
cies, having  no  real  "  par  "  of  exchange,  exhibit  the 
true  character  of  the  rate  of  exchange  much  better 
than  metallic  currencies.  We  have  shown  that  the 
rate  of  exchange  tends  to  represent  simply  the  ratio 
of  the  purchasing  power  of  the  two  units  of  currency, 
and  that  when  this  ratio  is  disturbed,  the  rate  of  ex- 
change, subject  to  certain  fluctuations,  follows  it. 

But  having  elucidated  this  point  we  can  now  pass  to 
the  much  more  important  case  of  the  international 
effects  of  a  fluctuation  experienced  in  a  country  using  a 
metal  currency  common  to  itself  and  its  neighbours. 
Practically  all  the  great  commercial  nations  of  the  world 
have  now  adopted  gold  as  their  standard  of  legal  tender, 
and  this  completely  alters  the  problem. 

This  establishment  of  gold  as  the  monetary  standard 
means  not  merely  the  use  of  gold  coins,  but  the  free 
coinage  of  gold.  The  Government  undertakes  to  turn 
into  coin  any  quantity  of  gold  which  may  be  brought 
for  the  purpose,  and  either  charges  nothing  or  charges 
the  bare  cost  of  the  process. 

102 
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Where  these  conditions  exist,  gold  bullion  which  can 
be  turned  into  coin  at  any  time  is  practically  as  good 
as  gold  coin.  The  coin  in  virtue  of  its  quality  of  being 
legal  tender  will  often  command  a  slight  premium,  but 
this  premium  will  not  be  greater  than  the  cost  of  coin- 
ing plus  interest  for  the  period  occupied  by  the  process. 
These  arrangements  amount  practically  to  the  use  of 
the  same  standard  of  value  by  all  the  gold-using 
countries,  just  as  if  they  had  an  international  unit. 

As  it  is  still  the  effects,  not  the  causes,  of  a  contrac- 
tion or  inflation  of  the  currency  which  we  are  investigat- 
ing, we  will  again  assume  some  arbitrary  change  in  the 
circulation.  Suppose,  for  instance,  that  in  one  country 
some  step  is  suddenly  taken  which  has  the  effect  of 
completely  withdrawing  a  large  quantity  of  gold  from 
circulation.1 

The  first  effect  will  of  course  be  a  depletion  of  the 
bankers'  reserves,  and  the  bankers  will  promptly 
respond  by  raising  the  rate  of  interest.  The  result  of 
raising  the  rate  of  interest  is,  as  we  have  seen,  to  attract 
loans  from  abroad,  and  the  borrowers  by  drawing  bills 
on  the  lenders  and  getting  them  discounted  will  diminish 
the  bill-brokers'  balances  in  the  area  of  stringency. 
The  bill-brokers  will  defend  themselves  by  altering  the 
rate  of  exchange,  but  here  arises  the  fundamental 
difference  from  the  case  of  independent  inconvertible 
paper  currencies.  For  it  is  possible  for  a  lender  to  put 
his  gold  in  a  box  and  consign  it  direct  to  the  borrower 
without  resorting  to  the  use  of  bills  at  all,  and  if  the  rate 
of  exchange  passes  a  certain  point  it  will  become  more 

1  It  does  not  matter  precisely  what  the  step  is.  If  the  reader  desires 
a  concrete  illustration  he  may  suppose  that  the  gold  is  melted  down  and 
made  into  a  calf  for  the  people  to  worship. 
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profitable  to  do  this  than  for  the  borrower  to  draw  a 
bill  on  the  lender.  The  point  at  which  the  consignment 
of  metal  becomes  profitable  is  called  the  "  specie  point." 
It  is  reached  when  the  quantity  of  gold  which  can  be 
obtained  by  discounting  a  bill  of  exchange  is  less  than 
the  quantity  equivalent  to  the  sum  expressed  on  the 
face  of  the  bill  not  only  by  the  interest  up  to  the  date  of 
the  bill's  maturity,  but  in  addition  by  the  whole  of 
the  charges  for  freight,  etc.,  payable  on  the  carriage  of 
the  metal. 

For  instance,  if  these  charges  for  the  remittance  of 
gold  from  London  to  Paris,  or  from  Paris  to  London, 
amount  to  J  per  cent  of  the  sum  remitted,  and  if  the 
gold  in  £l  is  equal  to  the  gold  in  25*22  francs,  then  when 
the  exchange  for  cheques  (for  which  there  is  no  discount) 
is  at  about  25*09  a  man  in  Paris  can  have  £10,000  in 
gold  sent  to  him  from  London,  equivalent  to  252,200 
francs,  and  pay  1261  francs  for  freight,  etc.,  leaving 
250,939  francs  in  his  hands,  whereas  if  he  had  drawn  a 
bill  on  his  debtor  in  London  he  would  have  got  250,900 
francs  only.  There  are  two  specie  points  in  the  exchange 
between  any  two  places.  When  it  is  profitable  to  send 
gold  from  London  to  Paris,  the  London  exchange  on 
Paris  is  said  to  have  reached  the  "  export  specie  point," 
and  the  Paris  exchange  on  London  to  have  reached  the 
"  import  specie  point."  When  it  is  profitable  to  send 
gold  from  Paris  to  London  the  situation  is  exactly 
reversed.  On  the  assumption  made  above  as  to  the 
cost  of  remittance  the  specie  points  would  be  approxi- 
mately 25*09  and  25*35. 

In  the  case,  then,  when  a  high  rate  of  interest  is 
attracting  loans  from  abroad  to  any  considerable  extent 
the  bill-brokers  will  quickly  put  down  the  exchange  to 
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import  specie  point,  and  gold  will  flow  in  from  abroad. 
This  will  begin  at  the  same  time  to  fill  up  the  bankers' 
reserves  at  home  and  to  deplete  those  abroad.  The 
foreign  bankers  must  in  turn  protect  their  reserves  by 
putting  up  the  rate  of  interest  in  their  respective 
countries.  Thus  the  contraction  of  the  currency  at 
once  tends  to  spread  itself  over  the  whole  of  the  gold- 
using  world.  The  consequent  depression  is  by  this  means 
alleviated  in  the  area  of  stringency,  but  only  at  the  cost 
of  being  extended  in  some  degree  to  all  the  other 
countries. 

The  foreign  bankers  will  not  raise  their  respective 
rates  of  interest  immediately,  or  will  not  raise  them  so 
high  as  absolutely  to  prevent  gold  being  withdrawn. 
If  they  did  they  would  soon  find  their  outstanding 
loans  diminished  and  their  reserves  unnecessarily 
enlarged.  They  are  prepared  to  let  some  gold  be  with- 
drawn, but  must  so  far  raise  the  rate  of  interest  as  to 
ensure  a  simultaneous  reduction  in  loans. 

The  reduction  in  loans  will  be  gradual,  and  their 
proper  course  is  to  adjust  the  rate  of  interest  in  such  a 
way  that  the  reduction  of  loans  and  the  withdrawals  of 
gold  shall  just  about  keep  pace.  As  the  foreign  lenders 
have  to  meet  the  cost  of  sending  their  gold  before  they 
can  get  the  benefit  of  the  high  rate  of  interest  the  foreign 
rates  of  interest  will  be  a  little  lower  than  the  rate  in 
the  area  of  stringency,  and  the  difference  will  be  the 
greater  the  more  distant  the  foreign  country.  We  might 
trace  each  great  trade  route  or  line  of  communication 
and  find  the  prevailing  interest  lower  and  lower,  as  the 
distance  and  the  cost  of  carriage  of  gold  grow  greater 
and  greater.  If  the  contraction  was  slight  and  the  conse- 
quent rise  in  the  domestic  rate  of  interest  correspond- 
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ingly  small,  it  might  be  that  the  exchange  with  the  more 
distant  foreign  countries  would  never  touch  the  specie 
point  at  all. 

Consider,  then,  the  case  of  any  selected  foreign  coun- 
try. If  it  is  so  distant  and  the  disturbance  so  slight 
that  no  gold  is  imported  from  it  the  conditions  approxi- 
mate to  those  already  examined,  where  independent 
inconvertible  paper  currencies  are  employed.  The 
extent  and  anticipated  duration  of  the  rise  in  the  rate 
of  interest  in  the  area  of  stringency  are  not  sufficient 
to  meet  the  cost  of  actually  remitting  gold.  The  ten- 
dency in  the  selected  foreign  country  to  take  advantage 
of  the  rise  by  lending  money  can  be  confined  within 
limits  by  an  adjustment  of  the  rate  of  exchange  short 
of  the  specie  point.  This  adjustment  will  induce  a 
balance  of  imports  from  the  foreign  country,  and  the 
equilibrium  position  must  be  such  that  loans  equal  to 
the  value  of  this  balance  of  imports  will  also  be  made. 
In  other  words,  the  exchange  not  having  reached  the 
specie  point,  any  sum  borrowed  passes  in  the  form  of 
goods. 

If,  on  the  other  hand,  the  selected  foreign  country  is 
near  enough  and  the  monetary  disturbance  great  enough 
to  cause  an  actual  movement  of  gold,  the  rate  of  ex- 
change must  be  forced  up  to  the  specie  point.  This 
adjustment  of  the  rate  of  exchange  will  of  itself,  as  in 
the  previous  instance,  induce  a  balance  of  imports  from 
the  foreign  country  to  the  area  of  stringency,  and  a 
portion  of  the  foreign  loans  will  thus  come  in  the  form 
of  goods.  But  over  and  above  this  balance  of  imported 
goods  a  greater  or  less  amount  of  gold  will  be  sent. 
There  will  be  a  rise  in  the  rate  of  interest  in  the  foreign 
country,  but  not  so  great  as  the  rise  in  the  rate  of  interest 
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in  the  area  of  stringency.  In  either  case  the  rise  in  the 
rate  of  interest  will  have  its  normal  effects  of  discouraging 
loans,  diminishing  the  aggregate  of  purchasing  power, 
curtailing  purchases,  retarding  output,  and  reducing 
prices.  But,  other  things  being  equal,  these  effects  will 
be  less  marked  in  the  foreign  country  since  the  rise  in 
the  rate  of  interest  is  there  less.  There  will  be  a  tendency 
therefore  for  imports  into  the  area  of  stringency  to  be 
checked  by  the  falling  demand  and  the  drop  in  prices, 
while  the  same  causes  will  stimulate  exports  from  that 
area  to  the  foreign  country.  If  independent  currencies 
were  used,  this  tendency  would  result  merely  in  an 
adjustment  of  the  rate  of  exchange.  But  as  gold  is  used 
in  both  countries  and  the  exchange  is  already  at  the 
specie  point,  the  excess  of  exports  from  the  area  of 
stringency  cannot  be  checked  by  this  means  and  must 
be  met  by  a  further  transfer  of  gold.  That  is  to  say, 
the  effect  of  the  discrepancy  in  prices  in  the  two  coun- 
tries is  to  cause  a  greater  portion  of  the  foreign  loans  to 
come  into  the  area  of  stringency  in  the  form  of  gold 
instead  of  in  the  form  of  goods.  Indeed,  if  the  dis- 
crepancy of  prices  were  very  pronounced  and  the 
transport  of  gold  cheap,  the  imports  of  gold  might 
actually  be  greater  than  the  total  of  the  foreign  loans. 

When  the  bankers'  reserves  in  the  area  of  stringency 
are  restored  the  rate  of  interest  reverts  to  the  profit 
rate.  The  bankers'  loans  in  the  foreign  country  may  be 
supposed  to  have  been  gradually  diminished  in  propor- 
tion to  the  stock  of  gold,  the  rate  of  interest  having  been 
adjusted  to  make  them  keep  pace.  There  is  no  longer 
any  tendency  for  money  to  be  lent  from  the  foreign 
country  to  the  area  of  stringency,  but  the  discrepancy 
of  prices  still  exists  and  will  cause  a  continuance  of  the 
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flow  of  gold  into  the  area  of  stringency  to  pay  for  the 
excess  of  exports  therefrom.  In  order  to  produce  a  con- 
tinuance of  the  corresponding  reduction  in  the  bankers' 
loans  in  the  foreign  country  the  rate  of  interest  there 
must  continue  to  be  something  above  the  profit  rate. 
On  the  other  hand,  in  the  area  of  stringency  loans 
can  be  actually  increased  in  proportion  to  the  new  gold 
imported,  and  the  rate  of  interest  there  could  even  be 
reduced  below  the  profit  rate.  An  intelligent  anticipa- 
tion of  this  situation  would  lead  the  bankers  to  reduce 
the  rate  of  interest  to  the  profit  rate  before  the  restora- 
tion of  their  reserves  is  completed,  and  to  trust  to  the 
continued  influx  of  gold  to  place  them  finally  in  a  sound 
position  during  this  later  stage.  So  long  as  the  flow 
of  gold  continues  the  total  purchasing  power  in  the 
foreign  country  will  be  diminishing,  and  the  total  of 
purchasing  power  in  the  area  of  stringency  will  be 
increasing.  The  tendency  towards  an  excess  of  exports 
from  the  latter  to  the  former  will  thus  be  steadily  losing 
force,  until  at  last  the  difference  in  the  prices  of  com- 
modities in  the  two  areas  is  so  far  reduced  that  the 
excess  of  exports  is  checked  altogether  by  the  rate  of 
exchange  being  fixed  just  at  the  specie  point.  When 
this  stage  is  reached  the  flow  of  gold  will  cease,  but  the 
rate  of  exchange  will  not  react  appreciably  from  the 
specie  point.  Equilibrium  will  be  reached  with  a  lower 
level  of  prices  in  the  area  of  stringency  than  in  the 
foreign  country  ;  just  so  much  lower  as  to  maintain  the 
rate  of  exchange  up  to  the  specie  point,  but  not  past  it. 
It  must  be  borne  in  mind  that  the  rate  of  exchange, 
so  long  as  it  is  within  the  specie  points,  represents 
practically  the  ratio  between  the  average  levels  of  gold 
prices  in  the  two  countries  which  it  relates,  just  as  the 
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rate  of  exchange  between  independent  inconvertible 
paper  currencies  practically  represents  this  ratio  between 
the  average  levels  of  paper  prices.  If  the  exchange 
between  London  and  Paris  is  at  par  (which  we  will  take 
to  be  25*22  francs  to  £l),  and  if  the  quantity  of  gold  in 
France  is  increased  by  J  per  cent,  then,  after  affairs  have 
been  adjusted,  the  exchange  will  have  risen  to  25'283. 
Prices  in  France  will  on  an  average  be  simply  J  per  cent 
higher  than  before,  but  the  English  prices  of  French 
goods  will  be  unaltered,  and  the  French  prices  of  Eng- 
lish goods  will  have  risen  in  the  same  proportion  as 
French  incomes  and  the  French  prices  of  French  goods. 
It  is  only  when  the  divergence  of  prices  is  so  great  that 
the  corresponding  adjustment  of  the  rate  of  exchange 
would  push  it  beyond  the  specie  point  that  any  gold 
passes.  Thus,  as  soon  as  the  flow  of  gold  has  depressed 
the  prices  of  commodities  in  the  selected  foreign  coun- 
try so  far  that  the  percentage  by  which  they  exceed  the 
prices  of  commodities  in  the  area  of  stringency  is  not 
greater  than  the  percentage  representing  the  charges 
for  the  transport  of  a  given  sum  of  gold,  the  flow  of 
gold  will  stop. 

The  principles  governing  the  rate  of  exchange  may 
be  illustrated  by  the  following  mechanical  example. 
Represent  two  countries  by  two  cisterns,  and  their 
stock  of  legal  tender  money  by  water,  so  that  the  depth 
of  the  water  in  either  cistern  may  be  taken  to  be  the 
general  level  of  prices  in  the  corresponding  country. 
If  water  cannot  pass  from  either  cistern  to  the  other 
any  divergence  of  depth  may  be  produced  at  will  by 
adjusting  the  respective  quantities  of  water  in  them. 
This  corresponds  to  the  case  of  countries  with  indepen- 
dent currencies.  If,  however,  the  water  can  flow 
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through  a  pipe  leading  from  the  base  of  one  cistern  to 
the  base  of  the  other,  the  depths  in  the  two  cisterns 
will  always  be  identical.  This  does  not  correspond 
strictly  to  the  case  of  gold-using  countries,  because 
gold  does  not  flow  quite  freely  from  one  to  the  other, 
and  a  difference  of  depth  corresponding  to  the  specie 
points  must  be  possible.  This  can  be  represented  if  the 
pipe  be  supposed  to  contain  a  valve  which  will  prevent 
the  flow  of  water  unless  it  is  subject  to  a  certain  pressure, 
but  which  under  that  pressure  from  either  side  will  open. 
When  a  difference  of  level  exists  great  enough  to  cause 
this  pressure  upon  the  valve,  water  will  pass  through 
the  pipe  until  the  difference  of  level  has  been  reduced 
to  a  point  at  which  the  pressure  is  no  longer  sufficient 
to  keep  the  valve  open.  The  rate  of  interest  must  be 
represented  by  some  mechanical  means  of  adjusting 
the  pressure  in  either  cistern,  a  rise  in  the  rate  being 
equivalent  to  a  diminution  of  pressure  which  would 
tend  to  suck  in  water  from  the  other  cistern. 

This  mechanical  example  may  be  extended  to  repre- 
sent any  number  of  countries  by  an  equal  number  of 
cisterns  each  of  which  must  communicate  through 
valves  with  all  the  others.  It  may  be  supposed  that 
water  is  being  poured  from  an  external  source  into  some 
of  these  cisterns,  which  will  represent  the  gold-produc- 
ing countries,  and  from  which  it  will  be  distributed 
through  the  valves  to  the  others.  Every  cistern  must 
also  be  assumed  subject  to  artificial  means  of  altering 
the  pressures  of  the  water  in  it,  representing  not  only 
adjustments  of  the  rate  of  interest,  but  also  all  other 
changes  in  economic  conditions  which  may  affect  the 
need  for  currency. 

To  return,  however,  to  the  consideration  of  the  effects 
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of  a  contraction  of  the  currency  in  a  country  forming 
part  of  an  international  gold-using  system.    It  will  be 
observed  that,  in  the  course  of  the  process  described 
above,  the  area  of  stringency  becomes  indebted  to  the 
selected  foreign  country,  the  new  indebtedness  repre- 
senting the  loans  attracted  from  it  during  the  period 
of  high  interest.    These  loans  would  be  for  short  periods, 
and    we    cannot    assume    that    equilibrium    has    been 
restored  until  we  have  considered  what  will  happen 
when  they  fall  due.    First  of  all,  it  is  at  any  rate  clear 
that  the  loans  will  not  be  repaid  in  gold.    The  exchange 
is  at  the  import  specie  point,  and  no  one  will  go  to  the 
expense  of  paying  the  freight  and  insurance  on  a  consign- 
ment of  gold  to  a  foreign  country  when  by  the  purchase 
of  a  bill  he  can  get  a  greater  quantity  of  gold  placed  to 
his  credit  there  without  any  such  expense.    The  foreign 
creditor  may  receive  his  money  from  a  bill-broker,  who 
will  be  entitled  to  receive  the  equivalent  at  the  pre- 
vailing rate  of  exchange  from  the  debtor  in  the  debtor's 
own  country.    The  bill-broker  will  find  his  cash  balance 
in    the    creditor's    country    diminished    and    his    cash 
balance  in  the  debtor's  country  increased.    He  could, 
no  doubt,  correct  the  tendency  by  adjusting  the  rate 
of  exchange  and  offering  less  money  in  the  creditor's 
country  as  the  equivalent  of  a  given  sum  in  the  debtor's 
country.     This   adjustment   of  the   rate  of  exchange 
would  discourage  the  export  of  goods  from  the  creditor's 
country  to  the  debtor's  country,  and  encourage  the 
export   of   goods   from   the    debtor's    country   to   the 
creditor's  country.     But  the  presumption  is  that  this 
course  will  not  be  taken.    The  money  placed  in  the  hands 
of  the  creditor  is  ready  for  investment.    The  debtor  has 
probably  found  it  necessary  to  borrow  elsewhere  the 
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whole,  or  the  greater  part,  of  the  money  which  he  paid 
to  the  bill-broker.  The  ordinary  process  of  the  renewal 
and  replacement  of  capital  in  both  countries  will  have 
been  resumed  when  the  price-movement  was  completed, 
and,  apart  from  the  creditor's  action  in  calling  in  his 
loan,  would  progress  at  the  same  rate  as  before  the 
disturbance  in  both,  and  in  both  would  yield  interest 
at  the  old  natural  rate.  It  follows  that,  as  a  consequence 
of  the  calling  in  of  the  loan,  there  is  rather  more  money 
seeking  investment  in  the  creditor's  country  and 
rather  less  in  the  debtor's  country  than  there  was  before 
the  disturbance.  This  situation  will  be  reflected  in  the 
relative  prices  of  similar  securities  in  the  two  countries, 
and  the  bill-broker  will  find  it  profitable  to  take  advan- 
tage of  this  and  to  apply  the  money  which  he  received 
from  the  debtor  to  investments  made  on  the  spot. 
The  result  will  be  that  the  renewal  and  replacement  of 
capital  in  the  two  countries  will  keep  pace,  but  that  the 
foreign  indebtedness  of  the  country  in  which  the 
monetary  stringency  originated  will  have  been  per- 
manently increased.  In  other  words,  the  calling  in  of 
the  loan  has  no  effect  on  the  relative  indebtedness  of 
the  two  countries  at  all.  Indeed,  it  should  be  pointed 
out  that  the  process  of  renewal  and  replacement  of 
capital  is  retarded  during  a  depression  and  there  will 
probably  be  some  shortage  of  capital  in  the  area  of 
stringency,  as  compared  with  foreign  countries,  when 
the  depression  is  over.  If  this  is  so  the  openings  for 
investment  there  will  be  slightly  more  profitable  than 
usual,  and  there  will  actually  be  some  further  growth  in 
its  foreign  indebtedness. 

The  effects  of  a  contraction  of  the  currency  of  a  gold- 
using  country  in  a  gold-using  international  system  may 
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be  summarised  as  follows  :  Gold  flows  from  foreign 
countries  to  the  area  of  stringency  in  response  to  ths 
high  rate  of  interest,  more  quickly  from  the  nearer  and 
more  slowly  from  the  more  distant  countries.  While 
this  process  is  at  work  the  rates  of  interest  in  foreign 
countries  are  raised,  more  in  the  nearer  and  less  in  the 
more  distant  countries.  As  soon  as  the  bankers'  loans 
have  been  brought  into  the  proper  proportion  to  the 
stock  of  gold,  the  rate  of  interest  reverts  to  the  profit 
rate  in  the  area  of  stringency,  but  the  influx  of  gold 
continues  from  each  foreign  country  until  the  average 
level  of  prices  there  has  so  far  fallen  that  its  divergence 
from  the  average  level  of  prices  in  the  area  of  stringency 
is  no  longer  great  enough  to  cover  the  cost  of  sending 
the  gold. 

So  long  as  any  country  is  actually  exporting  gold 
the  rate  of  interest  will  there  be  maintained  somewhat 
above  the  profit  rate,  so  as  to  diminish  the  total  amount 
of  bankers'  loans  pari  passu  with  the  stock  of  gold. 

At  the  time  when  the  export  of  gold  ceases  from  any 
foreign  country  the  rate  of  exchange  in  that  country  on 
the  area  of  stringency  is  at  the  export  specie  point ; 
and  the  exchange  will  remain  at  this  point  indefinitely 
unless  some  new  influence  arises  to  disturb  the  equilib- 
rium. In  fact,  the  whole  economic  system  will,  in  the 
absence  of  such  influence,  revert  to  the  stable  condi- 
tions from  which  it  started. 

These  may  be  taken  to  be,  broadly,  the  stages  of  the 
process  by  which  a  contraction  of  the  currency  in  one 
country  reacts  on  the  others.  There  are  still  some 
details,  however,  which  require  to  be  filled  in. 

During  the  first  stage,  when  high  interest  prevails  in 
the  area  of  stringency,  and  the  rate  of  interest  is  raised, 
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though  to  a  less  extent,  in  the  neighbouring  countries, 
every  country  will  experience  some  fall  in  prices,  and 
there  will  be  a  tendency  on  the  whole  for  the  greatest 
fall  to  be  recorded  in  those  which  are  nearest  and  in 
which  for  that  reason  the  rise  of  the  rate  of  interest  is 
greatest. 

But  though  we  can  say  that  in  given  conditions  the 
greater  the  rise  in  the  rate  of  interest  above  the  profit 
rate  the  more  pronounced  will  be  the  fall  in  prices,  yet 
in  the  various  foreign  countries  the  conditions  cannot 
be  assumed  to  be  uniform.  In  some  of  them  wages  and 
prices  will  be  more  sensitive  to  changes  in  the  total  of 
purchasing  power  than  in  others.  Suppose,  then,  that 
in  one  country  a  given  rate  of  withdrawal  of  gold  de- 
presses wages  and  prices  more  quickly  than  in  the 
others.  Initially  the  rate  of  interest  must  be  raised  to 
the  point  which  maintains  the  due  proportion  between 
the  bankers'  reserves  and  their  outstanding  loans,  and 
a  determinate  rate  of  outflow  of  gold  will  ensue.  But  we 
have  seen  that  in  addition  to  the  outflow  of  gold  on 
account  of  loans,  there  is  a  further  outflow  towards  the 
area  of  stringency  due  to  the  fact  that  the  more  rapid 
fall  of  prices  in  that  area  increases  its  exports  and  de- 
creases imports.  If  prices  fall  more  quickly  than  is 
normal  in  the  selected  foreign  country,  this  latter 
outflow  of  gold  will  be  checked,  or  even  possibly  re- 
versed, and  by  this  cause  the  divergence  of  the  fall  of 
prices  from  the  normal  rate  will  be  diminished. 

Thus,  in  general,  those  countries  in  which  wages 
and  prices  are  more  sensitive  to  a  diminution  of  pur- 
chasing power  will  tend  to  lose  less  gold,  and  those  in 
which  wages  and  prices  resist  a  reduction  will  tend  to 
lose  more  gold  than  would  otherwise  be  the  case.  At 
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the  end  of  the  first  phase,  when  the  bankers'  reserves 
are  restored  to  equilibrium  in  the  area  of  stringency 
and  the  rate  of  interest  reverts  to  the  profit  rate,  the 
fall  of  prices  will  still  continue.  But  those  countries 
which  have  experienced  a  less  proportional  loss  of  gold 
will  reach  equilibrium  at  an  earlier  period  and  at  a 
higher  scale  of  prices  than  those  which  have  experienced 
a  greater  proportional  loss.  This  equilibrium  cannot 
persist,  for  the  balance  of  exports  and  imports  between 
the  two  classes  of  countries  will  be  upset,  and  gold  must 
pass  to  settle  the  difference. 

In  fact,  in  the  earlier  stages  gold  is  drawn  more 
especially  from  those  countries  where  wages  and  prices 
resist  change,  and  in  the  later  stages  their  extra  loss  of 
gold  is  recouped  from  those  countries  in  which  wages 
and  prices  have  responded  more  readily.  The  fluctua- 
tion is  therefore  sudden  and  violent  in  the  former,  and 
gradual  and  mild  in  the  latter. 

This  completes  our  examination  of  the  effects  of  an 
isolated  and  abrupt  contraction  of  the  currency  in  one 
among  several  gold-using  countries.  It  is  unnecessary 
to  describe  in  detail  the  effects  of  an  isolated  and  abrupt 
inflation  occurring  under  the  same  conditions.  It  is 
enough  to  say  that  the  superfluous  gold  will  flow  from 
the  area  of  inflation  to  the  surrounding  countries, 
that  all  the  effects  of  an  inflation  as  already  described 
will  be  present  in  an  intenser  degree  in  the  area  of 
inflation  and  in  a  milder  degree  in  the  other  countries 
in  proportion  to  their  distance  therefrom. 

In  the  foregoing  investigation  we  have  ruled  out  the 
complications  which  may  arise  from  protective  tariffs. 
The  effects  of  the  imposition  of  a  new  tariff  or  of  the 
repeal  or  alteration  of  an  existing  tariff  will  be  examined 
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at  a  later  stage  when  we  come  to  consider  the  possible 
causes  of  fluctuations  in  an  international  system.  At 
present  we  are  only  concerned  with  the  influence 
exerted  upon  a  given  fluctuation  by  protective  tariffs 
which  are  assumed  to  remain  unchanged  throughout  its 
progress. 

We  will  now  revert  to  the  simple  case  of  two  coun- 
tries with  independent  inconvertible  paper  currencies, 
and  we  will  suppose  one  of  them  to  have  a  protective 
tariff.  Before  dealing  with  a  fluctuation  in  such  a  case 
we  must  be  prepared  to  revise  in  some  respects  the 
theory  previously  enunciated  of  the  rate  of  exchange. 

In  that  theory  the  rate  of  exchange  afforded  a  basis 
for  comparing  the  costs  of  production,  expressed  in 
money,  of  commodities  in  the  two  countries.  With 
that  basis  of  comparison  the  products  of  each  country 
fall  into  three  classes  :  (1)  those  of  which  the  money 
cost  exceeds  their  money  cost  in  the  other  country  by 
more  than  the  cost  of  transport,  (2)  those  of  which  the 
money  cost  differs  from  the  money  cost  in  the  other 
country  by  less  than  the  cost  of  transport,  and  (3)  those 
of  which  the  money  cost  is  less  than  their  money  cost 
in  the  other  country  by  more  than  the  cost  of  transport. 
The  rate  of  exchange  between  the  respective  units  of 
currency  was  then  seen  to  be  such  that  the  value  of  the 
goods  of  class  (1)  imported  must  just  balance  the  value 
of  goods  of  class  (3)  exported,  subject  to  the  necessary 
correction  for  other  liabilities,  such  as  interest  on 
borrowed  capital. 

If,  however,  one  of  the  two  countries  levies  duties 
on  imported  goods,  then  for  that  country  the  goods  of 
class  (1),  which  are  of  course  for  the  other  country  the 
goods  of  class  (3),  must  be  confined  to  those  of  which 
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the  cost  of  production  exceeds  their  cost  of  production 
in  the  other  country  by  at  least  the  cost  of  freight  plus 
duty.  This  will  of  course  diminish  the  amount  of  goods 
in  class  (1)  and  increase  those  in  class  (2),  leaving  class  (3) 
unchanged.  Therefore  the  rate  of  exchange  which 
would  produce  equilibrium  under  free  trade  conditions 
will  not  do.  The  unit  of  currency  in  the  protected 
country  must  be  equivalent  to  rather  more  units  of  the 
currency  of  the  free  trade  country.  This  will  increase 
the  money  cost  of  production  of  all  commodities  in 
the  protected  country  expressed  in  the  currency  of  the 
free  trade  country.  Some  goods  which  could  at  the 
free  trade  rate  of  exchange  have  been  profitably  ex- 
ported will  fall  back  into  class  (2),  while  some  which, 
under  the  protective  tariff  and  with  the  free  trade  rate 
of  exchange,  would  have  passed  from  class  (1)  to  class 
(2),  will  with  the  adjusted  rate  of  exchange  be  retained 
in  class  (1)  and  be  profitably  imported.  The  most 
conspicuous  effect  is  to  diminish  the  total  volume  of 
international  trade,  the  exports  from  the  protected 
country  being  in  the  end  affected  in  the  same  degree  as 
the  imports  into  it. 

The  rate  of  exchange  between  the  two  countries  no 
longer  expresses  the  relative  purchasing  powers  of  their 
respective  units  of  currency.  Even  under  free  trade 
conditions  this  is  only  approximately  true,  for  the 
prices  of  the  same  commodity  in  the  two  countries  may 
differ  by  any  amount  not  exceeding  the  cost  of  trans- 
porting it  from  either  to  the  other.  Any  commodity 
will  be  cheaper  in  the  exporting  than  in  the  importing 
country,  and  in  the  case  of  some  commodities  the  cost 
of  transport  forms  a  very  large  proportion  of  the  cost 
of  production  ;  but,  as  exports  and  imports  balance, 
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the  rate  of  exchange  will  very  nearly  express  the  ratio 
of  purchasing  power. 

Where,  however,  there  is  a  protective  tariff,  imported 
goods  will  command  prices  representing  the  equivalent 
of  their  cost  of  production  plus  the  cost  of  transport 
plus  the  customs  duty.  And  in  some  trades,  though 
the  effect  of  the  tariff  will  be  to  prevent  any  goods 
being  imported,  prices  will  yet  exceed  (though  by  less 
than  the  duty)  the  equivalent  of  the  cost  of  production 
abroad  plus  the  cost  of  transport. 

If  of  two  countries  one  has  no  tariff  and  the  other  has 
a  tariff  of  20  per  cent  on  imported  goods,  then  the  goods 
exported  from  the  former  to  the  latter  will  be  20  per 
cent  dearer  (apart  from  freight)  in  the  protected  country 
than  in  the  free  trade  country,  while  the  goods  exported 
from  the  protected  country  to  the  free  trade  country 
will  (apart  from  freight)  be  at  the  same  price  in  both. 
Other  goods  may  be  dearer  in  the  protected  country 
by  any  amount  not  exceeding  20  per  cent  (together  with 
freight).  Probably,  therefore,  the  ratio  of  purchasing 
power  will  differ  by  something  comparable  to  10  per 
cent  from  the  rate  of  exchange. 

In  the  case  of  gold-using  countries  it  is  still  true  that 
the  rate  of  exchange  cannot  pass  the  specie  point. 
Therefore,  in  order  to  maintain  the  higher  level  of  prices 
there  must  be  in  a  protected  country  a  proportionately 
greater  supply  of  gold. 

Subject  to  these  observations  very  little  alteration 
requires  to  be  made  on  account  of  the  existence  of  pro- 
tective tariffs  in  the  description  already  given  of  the 
effects  of  a  depression  in  an  international  system.  If 
from  any  cause  the  stock  of  purchasing  power  in  one 
country  is  diminished,  the  other  countries  will  tend  to 
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export  gold  to  make  up  the  deficiency.  This  tendency 
only  ceases  when  the  other  countries  have  suffered 
such  a  diminution  of  purchasing  power,  and  the  area  of 
stringency  has  made  such  a  corresponding  gain  of 
purchasing  power,  that  their  prices  for  foreign  trade 
purposes  no  longer  differ  so  much  as  to  keep  the  ex- 
change beyond  the  specie  point.  The  prices  of  goods 
for  foreign  trade  purposes  will  therefore  have  fallen  in 
approximately  the  same  proportion  everywhere,  sub- 
ject to  the  margin  allowed  by  the  cost  of  remitting 
gold.  For  example,  if  the  prices  at  the  area  of  stringency 
have  fallen  5  per  cent,  then  in  a  country  from  which  the 
cost  of  remitting  a  sum  in  gold  is  \  per  cent  they  will 
have  fallen  4|  per  cent,  or  in  a  country  from  which  the 
cost  of  remitting  is  1  per  cent  they  will  have  fallen  4  per 
cent.  But  in  a  country  with  a  protective  tariff  equiva- 
lent on  an  average  to  50  per  cent  of  the  value  of  the 
imported  goods,  and  involving  a  difference  of,  say,  25  per 
cent  in  the  average  level  of  internal  prices,  the  effect  on 
internal  prices  may  be  different  from  the  effect  on 
prices  for  the  purpose  of  foreign  trade.  If  the  tariff 
is  composed  of  ad  valorem  duties,  then,  as  the  prices  of 
imports  fall,  the  duties  will  fall,  and  the  proportional 
fall  of  prices  will  be  exactly  the  same  as  under  free  trade. 
But  if  the  tariff  is  composed  of  specific  duties,  i.e.  of 
duties  assessed  at  so  much  per  unit  of  quantity  of  each 
kind  of  goods  taxed,  then  the  fall  of  internal  prices  will 
be  less  than  in  proportion  to  the  fall  of  foreign  trade 
prices.  For  instance,  if  prices  in  the  area  of  stringency 
have  fallen  5  per  cent,  and  if  the  cost  of  remitting  gold 
is  1  per  cent,  the  prices  of  the  exports  and  imports 
between  the  protected  country  and  that  area  will  be 
diminished  by  4  per  cent.  But  the  duties  still  remain 
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equal  to  50  per  cent  of  the  old  level  of  prices  of  im- 
ported goods.  The  foreign  trade  prices  have  dropped 
from  100  to  96,  but  the  prices  of  imported  goods  have 
only  fallen  from  150  to  146,  and  the  general  level  of 
internal  prices  from  125  to  121,  or  3*2  per  cent.  The 
reason  of  this  is  that  the  old  duties  are  made  slightly 
more  protective  by  the  enhanced  value  of  the  gold  in 
which  they  are  paid. 

It  is  also  necessary  to  notice  that  a  greater  quantity  of 
gold  is  required  to  produce  a  given  proportional  change 
in  the  level  of  prices  in  a  protected  than  in  a  free  country. 
Fluctuations  arising  out  of  the  banking  system  will 
therefore  have  greater  international  consequences,  if 
they  occur  in  a  protected  than  in  a  free  trade  country. 


SOCIAL   AND   ECONOMIC   CHANGES 

WE  started  to  consider  the  problem  of  fluctuations  in 
an  abstract  community,  without  banks,  and  without 
neighbours.  We  have  now  removed  these  limitations 
and  so  proceeded  from  the  abstract  towards  the  con- 
crete. One  other  limitation  remains.  We  have  as- 
sumed that  apart  from  a  single  isolated  cause  of 
disturbance  the  economic  conditions  have  been  and 
would  continue  to  be  perfectly  stable. 

To  bring  our  theory  into  touch  with  the  actual 
conditions  of  the  world  we  must  remove  this  last 
limitation.  This  means  that  we  must  take  into  con- 
sideration all  those  economic  changes,  whether  pro- 
gressive or  transitory,  which  arise  from  social  and 
industrial  causes.  We  find  an  increasing  population, 
with  an  increasing  output  and  an  increasing  accumu- 
lated store  of  material  wealth.  We  also  find  habits  and 
tastes  and  productive  methods  changing. 

The  growing  population,  in  spreading  over  the  earth's 
surface,  is  guided  by  its  own  convenience.  For  the  due 
organisation  of  human  endeavour,  men  must  be  near 
one  another.  Therefore  new  communities  are  founded 
preferably  in  those  places  from  which  there  is  readiest 
communication  with  the  centres  of  civilisation  already 
in  existence.  A  new  community  requires  from  its  very 
beginning  to  be  furnished  with  a  certain  minimum  of 
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accumulated  wealth  or  capital.  Its  members  must  have 
houses,  furniture,  clothes,  and  a  preliminary  stock  of 
food  and  perishable  necessaries.  The  area  occupied 
must  be  opened  up  with  harbours,  roads,  and  railways 
and  other  lines  of  communication,  and  a  supply  of 
ships,  vehicles,  rolling  stock,  etc.,  must  be  provided. 
And  for  whatever  industry  is  to  be  carried  on, 
whether  agriculture,  mining,  or  manufactures,  the 
necessary  plant,  including  buildings  and  machinery, 
must  be  set  up. 

The  new  communities  grow  out  of  the  old  as  branches 
from  a  tree.  It  is  only  by  intercourse  with  the  old 
communities  that  the  new  can  provide  themselves  with 
the  necessary  stock  of  capital.  And,  like  a  tree,  a  human 
colony  takes  root.  Once  the  preliminary  stock  of 
fixed  capital  has  been  created  it  can  only  be  deserted  at 
a  heavy  sacrifice.  The  population  of  the  world  are 
always  committed  to  using  the  fixed  capital  and  in- 
habiting the  dwellings  which  already  exist.  The  amount 
of  labour  involved  in  the  building  of  new  towns  and  the 
making  of  new  lines  of  communication  is  so  great  that 
no  very  extensive  change  can  be  made  except  gradually 
and  over  a  long  period  of  time. 

Every  year,  however,  the  population  of  the  world 
increases  by  several  millions,  for  whom  as  they  grow  up 
new  fixed  capital  has  to  be- provided.  The  places  where 
this  new  fixed  capital  is  set  up  are  chosen  for  many 
reasons.  On  the  one  hand,  the  needs  of  social,  political, 
and  economic  organisation  prompt  the  new  generation 
to  settle  as  near  as  they  can  to  the  centres  of  population 
from  which  they  have  sprung.  On  the  other  hand,  the 
growing  population  requires  an  ever-increasing  supply 
of  natural  products,  organic  and  inorganic.  Under  the 
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influence  of  the  former  cause  each  year's  accretion  of 
adult  population  tends  to  build  itself  streets,  shops,  and 
houses  in  the  most  accessible  places  in  the  immediate 
neighbourhood  of  an  existing  town  or  village.  Under 
the  influence  of  the  latter  they  tend  to  migrate  to  places 
of  which  the  natural  resources  are  still  undeveloped. 
By  the  one  tendency  they  are  concentrated,  by  the 
other  scattered. 

Nevertheless,  the  scattering  tendency  is  always 
governed  by  the  necessity  for  communication.  New 
areas  are  first  brought  under  cultivation  to  supply  the 
needs  of  the  communities  already  in  existence  ;  they 
must  be  able  to  import  from  those  communities  the 
wealth  necessary  to  capitalise  their  undertakings,  and 
they  must  be  able  to  export  their  own  products  in  re- 
payment. Therefore  at  any  moment  only  those  areas 
which  are  within  reasonable  reach  of  existing  lines  of 
communication  are  being  developed.  Moreover  lines  of 
communication,  whether  roads  and  railways  or  harbours 
and  ships,  are  not  indefinitely  and  capriciously  ex- 
tended. They  represent  a  vast  amount  of  concentrated 
labour,  which  the  world  can  only  afford  to  expend  when 
some  substantial  economic  gain  (as  measured  against 
the  gain  which  might  be  derived  from  an  alternative 
application  of  the  labour)  will  be  realised. 

When  colonists  penetrate  into  a  new  area  to  develop 
its  natural  resources,  they  quickly  reproduce  the  social 
conditions  to  which  they  have  been  accustomed.  They 
find  it  necessary  to  create  markets  at  the  points  at 
which  it  is  convenient  to  collect  their  produce  for 
export ;  and  these  points,  chosen  for  convenience  of 
communication  with  the  interior  of  the  colony  and  with 
the  outside  world,  are  for  the  same  reasons  the  most 
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convenient  headquarters  for  political,  economic,  and 
social  organisation.  The  result  is  that  even  in  the 
process  of  scattering  over  the  undeveloped  area  they 
create  new  points  of  concentration. 

There  still  remains,  however,  a  marked  difference 
between  a  "  new  "  country  and  an  "  old  "  country. 
The  new  country  is  less  thickly  populated  in  proportion 
to  its  natural  resources.  From  that  it  follows  that  the 
new  country  can  supply  itself  with  food  and  raw 
materials  at  a  less  cost  of  labour  than  the  old.  Each  new 
line  of  communication  is  a  conduit  through  which  the 
resources  of  the  area  into  which  it  penetrates  flow  out 
into  the  world.  Thus  the  new  countries,  on  the  whole, 
export  food  and  raw  materials  to  the  old.  The  old 
countries  must  export  manufactures  in  return. 

As  we  have  seen,  the  development  of  a  new  country 
is  limited  by  the  rate  at  which  capital  can  be  provided. 
If  the  new  country  were  isolated  and  self-contained, 
only  a  limited  portion  of  its  productive  power  could  be 
applied  to  capital  expenditure.  To  maintain  the  in- 
habitants in  health  and  reasonable  comfort  a  certain 
portion  of  the  annual  output  must  take  the  form  of 
commodities  ready  for  consumption,  and  only  the  sur- 
plus of  productive  power,  remaining  available  after 
these  commodities  have  been  provided  for,  can  be 
applied  to  capital  extensions.  The  fact  that  a  great 
part  of  the  commodities  required  for  consumption  can 
be  imported  sets  free  a  corresponding  part  of  the 
country's  productive  power  for  capital  extensions,  and 
the  capital  extensions  can  be  still  further  accelerated 
by  the  importation  of  machinery  and  other  commodi- 
ties for  use  in  production. 

In  order  to  obtain  this  supply  of  capital  the  new 
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country  must  be  prepared  to  compete  with  the  capital 
requirements  of  the  old.  In  the  old  country  there  are 
openings  for  investment  in  providing  for  the  needs  of 
that  part  of  the  increment  of  population  which  remains 
at  home,  as  well  as  in  improving  and  extending  existing 
economic  enterprises.  But  all  these  exist  in  the  new 
country  in  due  proportion  to  the  amount  of  population 
and  industrial  enterprise  already  to  be  found  there  ; 
and  in  addition  there  are  the  openings  offered  by  pro- 
jects of  new  lines  of  communication  with  an  undeveloped 
interior,  or  of  the  further  development  of  the  country 
to  which  existing  lines  of  communication  have  only 
recently  penetrated. 

Thus  the  old  and  more  populous  country  is  usually 
in  the  position  of  exporting  capital  to  the  new  and 
less  populous  country.  It  should  be  remarked,  however, 
that  the  development  of  the  new  country  presupposes 
a  certain  continuance  of  immigration.  It  is  no  use 
putting  fixed  capital  into  the  new  country  unless  labour 
is  forthcoming  to  man  the  fixed  capital  when  it  is  com- 
pleted. The  first  colonists  will  man  the  initial  supply 
of  fixed  capital,  but  thereafter  the  development  of  the 
country  will  need  both  further  supplies  of  colonists  and 
further  supplies  of  capital. 

Besides  these  phenomena  of  the  steady  growth  of 
wealth  and  population,  there  are  innumerable  other 
sources  of  economic  change.  Some  work  in  the  same 
direction  over  long  periods  of  time,  such  as  the  growth 
of  technical  knowledge  and  the  consequent  improvement 
in  productive  processes.  Others  are  only  temporary, 
such  as  changes  of  habits  and  tastes.  For  the  most 
part  these  need  not  be  considered  in  detail.  But  before 
facing  our  main  problem  of  how  fluctuations  are  brought 
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about  by  the  circumstances  of  the  actual  world,  it  will 
be  useful  to  examine  for  a  moment  the  practical 
conditions  under  which  the  supply  of  currency  is 
carried  on. 

Hitherto  we  have  assumed  an  arbitrary  change  in 
the  available  stock  of  currency  as  the  starting-point 
of  our  investigations,  and  we  must  satisfy  ourselves 
whether  such  changes  may  play  an  important  part  in 
practice  as  well  as  in  theory.  The  great  commercial 
nations  of  the  world,  as  we  have  seen,  employ  a  gold 
standard.  Most  other  nations  either  employ  a  gold 
standard  or  use  paper  or  overvalued  silver  of  which  the 
gold  value  is  kept  as  steady  as  possible  by  a  careful 
regulation  of  issues  and  withdrawals.  A  few  states  of 
slight  economic  importance  use  inconvertible  paper  of 
no  fixed  metal  value.  China  almost  alone  adheres  to  a 
silver  standard.  Thus  the  world's  supply  of  currency 
practically  means  the  world's  supply  of  gold. 

If  other  commercial,  industrial,  and  banking  condi- 
tions are  to  remain  substantially  unchanged,  it  is  evi- 
dent that  the  annual  supply  of  gold  must  keep  pace 
with  the  growth  of  population  in  the  gold-using 
countries.  If  that  population  increased  by  1  per 
cent  per  annum  and  there  were  no  fresh  supply  of  gold, 
then  prices  would  fall  by  1  per  cent  per  annum,  and 
the  rate  of  interest  for  any  loan  for  a  period  over  which 
these  conditions  were  expected  to  continue  would  be 
1  per  cent  below  the  natural  rate.  To  maintain  the 
average  level  of  prices  and  incomes  unaltered  the  stock 
of  gold  in  the  world  must  increase  at  the  same  rate  as  the 
population.  Gold  is  practically  indestructible,  and  the 
annual  amount  withdrawn  by  loss  or  wear  from  the 
total  stock  is  small.  The  annual  production  of  gold 
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in  the  world,  though  it  may  vary,  is  always  more 
than  sufficient  to  cover  the  decrease  due  to  these 
causes. 

Materials  do  not  exist  for  making  any  very  trust- 
worthy estimate  of  the  stock  of  gold  in  the  world  and 
the  proportion  thereto  of  the  annual  production.  The 
stock  of  gold  in  use  as  coin,  or  as  bullion  practically 
taking  the  place  of  coin,  is  probably  from  £1,250,000,000 
to  £1,500,000,000.  I  know  of  no  estimate  of  the  amount 
in  use  as  plate,  jewellery,  and  for  other  such  purposes. 
About  twenty  years  ago  the  annual  production  had 
fallen  off,  and  reached  a  minimum  of  below  £20,000,000. 
With  the  development  of  the  South  African  and  other 
mines,  and  improvements  in  the  processes  of  gold 
mining,  the  production  has  risen  steadily  and  now  exceeds 
£90,000,000  a  year.  These  statistics  go  far  to  explain 
the  low  rate  of  interest  which  prevailed  in  the  'eighties 
(when  in  this  country  the  debt  was  successfully  con- 
verted) and  in  the  'nineties  (when  Consols  rose  to  113J) 
as  compared  with  the  high  rate  which  has  prevailed  in 
recent  years  when  all  gilt-edged  securities  have  been 
falling  continuously.  Such  vagaries  in  the  annual  gold 
supply  are  very  important.  But  the  changes  usually 
occur  over  such  long  periods  that  trade  accommodates 
itself  to  them  almost  insensibly,  and  they  do  not  of 
themselves  cause  alternations  of  "  good  "  and  "  bad  " 
trade.  We  shall  find  it  necessary  to  return  to  this 
subject  in  a  subsequent  chapter. 

A  country  which  produces  gold  will  export  the  gold 
to  that  place  at  which  it  will  command  the  highest 
price.  The  price  received  for  the  gold  will  take  the  form 
of  a  payment  for  a  bill  at  the  prevailing  rate  of  exchange 
on  the  place  to  which  the  gold  is  sent.  The  place 
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selected  as  the  destination  of  the  gold  will  be  that  on 
which  the  rate  of  exchange  is  at  the  highest  premium. 
A  gold-producing  country  is  of  course  saturated  with 
gold,  and  exchange  on  any  foreign  country  is  likely  to 
be  at  a  premium.  As  the  rate  of  exchange  represents 
approximately  the  relative  purchasing  power  of  gold 
in  the  two  areas  between  which  it  obtains,  this  premium 
will  be  highest  in  the  case  of  exchange  on  that  country  in 
which  the  purchasing  power  of  gold  is  for  the  time 
being  greatest.  In  other  words,  gold  flows  from  the  gold- 
producing  country  to  those  places  at  which  for  the  time 
being  there  is  the  greatest  scarcity  of  gold.  This 
scarcity  may  occur  in  a  new  country  the  immigrant 
population  of  which  requires  to  be  supplied  with  cur- 
rency as  with  all  other  forms  of  material  wealth ;  a 
part  of  the  new  gold  must  also  be  distributed  among  the 
old  countries,  where  the  population  may  be  assumed  to 
be  growing,  though  no  doubt  less  rapidly  than  in  the  new. 
But  though  in  the  long  run  it  will  be  used  to  meet  the 
needs  of  the  additional  population,  the  immediate 
movements  of  the  gold  will  be  determined  by  the  state 
of  the  exchanges  for  the  time  being,  and  it  may  wander 
through  several  countries  lying  under  the  shadow  of 
temporary  depressions  before  it  finds  its  ultimate 
destination. 

This  process  is  noteworthy  in  that  the  flow  of  gold 
from  the  mines  to  the  places  where  there  is  a  scarcity  of 
purchasing  power  tends  to  relieve  the  stringency  at 
those  places  without  draining  the  existing  stock  of 
gold  away  from  the  neighbouring  areas.  But  though 
the  movements  of  new  gold  influence  trade  fluctuations 
in  this  and  other  ways,  only  exceptional  and  sudden 
changes  in  the  gold  supply,  such  as  the  discovery  of 
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rich  new  mines,  would  actually  cause  fluctuations. 
And  even  when  such  changes  occur  their  consequences 
must  be  worked  out  in  conjunction  with  those  of  the 
many  other  causes  which  are  likely  to  be  operating  in 
the  same  or  the  contrary  direction. 


XI 

FLUCTUATIONS   OF   SUPPLY  AND   DEMAND 

IN  Chapter  VII  we  have  already  seen  the  manner  in 
which  a  trade  fluctuation  may  arise  in  an  isolated  com- 
munity through  an  imperfect  adjustment  in  the  banking 
system,  and  we  there  considered  the  effects  in  the  same 
direction  of  various  changes  in  the  conditions  of  pro- 
duction and  consumption.  The  upshot  was  that, 
wheraas  the  influences  arising  out  of  the  banking  system 
are  very  important,  those  which  arise  from  the  condi- 
tions of  production  and  consumption  have  but  little 
bearing  (except  perhaps  in  the  case  of  actual  famine) 
upon  the  state  of  trade  as  a  whole.  In  reopening  in  the 
wider  field  of  an  international  system  the  question  of 
how  fluctuations  are  caused,  we  must  review  the  con- 
clusions reached  in  that  chapter. 

It  will  be  convenient  to  deal  with  the  conditions  of 
production  first.  In  Chapter  VII  we  traced  the  conse- 
quences of  changes  first  in  the  demand  and  then  in  the 
supply  of  a  single  commodity.  To  extend  the  argument 
from  the  isolated  community  to  the  international 
system  we  must  now  consider  the  effect  on  one  country 
of  changes  in  the  demand  for  its  products  in  another. 
To  begin  with,  we  will  again  simplify  the  problem  by 
assuming  that  there  is  no  international  metallic  medium 
of  exchange,  but  that  each  country  has  its  own  in- 
convertible paper  currency.  Suppose,  then,  that  there  is 
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a  diminution  in  the  world's  demand  for  some  specified 
commodity,  for  instance,  hats.  If  every  country  sup- 
plied its  own  demand  for  hats  and  no  more,  the  effects 
of  this  diminution  would  be  practically  the  same  as  in  a 
self-contained  community.  The  case  now  to  be  examined 
is  that  in  which  there  is  some  foreign  trade  in  hats. 
Given  that  a  country  has  an  export  trade  in  hats,  what 
will  be  the  effect  upon  it  and  its  neighbours  if  the  demand 
for  hats  is  diminished  ? 

The  falling  demand  will  first  make  itself  felt  in  a 
slackening  of  the  retailers'  business.  This  will  be  spread 
uniformly  over  all  countries.  The  retailers  will  then 
give  smaller  orders  to  the  wholesale  dealers  and  manu- 
facturers, and  the  manufacturers  will  reduce  their 
prices  in  order  so  far  as  possible  to  maintain*  their 
output  and  keep  their  plant  and  labour  employed.  As 
other  trades  are  ex  hypothesi  enjoying  the  same  demand 
as  before,  the  general  level  of  wages  will  be  maintained, 
and  it  will  be  more  difficult  than  in  a  time  of  general 
depression  to  reduce  wages  in  the  hat  trade.  But  what- 
ever the  exact  process  of  adjustment  may  be,  the  net 
result  will  of  course  be  that  the  gross  receipts  of  the  hat 
business  will  be  less  than  before,  and  there  will  ensue 
the  following  consequences  : — 

(1)  The  balance  of  international  trade  will  be  dis- 

turbed, the  exports  of  the  hat-producing 
country  having  been  diminished. 

(2)  The  hat  manufacturers'  business  will  be  carried 

on  on  a  smaller  scale.  They  will  need  smaller 
balances  with  their  bankers  to  pay  (a)  for  less 
raw  material,  etc.,  (b)  a  smaller  wages  bill, 
(c)  smaller  profits  and  dividends. 
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(3)  The  hat  manufacturers  will  need  at  any  time  a 

smaller  volume  of  outstanding  loans  to  finance 
their  restricted  business. 

(4)  The  workmen  in  the  hat  trade  will  be  fewer  and 

will  probably  receive  somewhat  lower  wages, 
and  will  therefore  hold  a  smaller  aggregate 
amount  of  cash  in  their  pockets  and  their 
money-boxes. 

The  three  last-named  processes  may  be  all  summed  up 
under  the  single  heading  of  a  diminished  share  of  the 
hat  trade  in  the  resources  of  the  money  market,  and  it 
remains  to  follow  out  still  further  the  adjustments  con- 
sequential on  this  and  on  the  disturbance  of  the  balance 
of  international  trade. 

Exports  from  the  country  we  are  considering  cease 
to  be  sufficient  to  pay  for  imports.  Money  which  under 
the  preceding  conditions  the  bill-brokers  would  have 
been  using  to  discount  the  hat  manufacturers'  bills 
begins  to  accumulate  in  their  hands.  This  tendency 
they  counter  by  altering  the  rate  of  exchange,  so  as 
to  give  more  money  at  home  in  exchange  for  a  given 
sum  abroad.  The  effect  is  to  encourage  exports  (re- 
lieving somewhat,  but  of  course  not  entirely,  the  de- 
pression of  the  hat  trade)  and  to  discourage  imports. 
The  bill-brokers'  balances  then  no  longer  accumulate, 
and  the  accumulations  (representing  the  hat  manu- 
facturers' loss  in  respect  of  the  gross  receipts  of  their 
foreign  trade)  are  dissipated  among  the  rest  of  the 
community.  In  fact,  the  increase  in  the  prices  of  im- 
ported goods  (reckoned  in  the  domestic  currency) 
necessarily  involves  increased  prices  and  an  increased 
output  of  the  domestic  goods  with  which  they  compete. 
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The  increased  financial  needs  of  trades  other  than  the 
hat  trade  will  therefore  absorb  the  money  and  credit 
set  free  by  the  diminished  demand  for  hats.  While  this 
process  is  at  work  the  profits  of  these  trades  will  be 
enhanced  by  rising  prices,  and  the  manufacturers  and 
others  engaged  in  them  will  be  in  a  position  to  offer  a 
correspondingly  high  rate  of  interest  for  loans.  The  hat 
manufacturers,  meanwhile,  will  be  making  very  low 
profits  or  will  be  working  at  a  loss,  until  the  restriction 
of  output  has  reached  the  point  at  which  the  retail 
prices  of  hats  are  sufficient  to  pay  all  expenses  of  pro- 
duction including  the  maintenance  of  such  portion  of 
the  existing  plant  as  remains  in  use.  A  position  of 
temporary  equilibrium  will  be  reached,  in  which  the 
money  value  of  commodities  other  than  hats,  and  money 
wages  in  trades  other  than  the  hat  trade,  have  been 
increased,  but  the  labour  displaced  from  the  hat  trade 
is  still  unemployed,  and  the  superfluous  capital  embarked 
in  the  hat  trade  is  idle.  If  the  hat  trade  never  recovers, 
the  superfluous  capital  is  permanently  wasted,  and 
represents  a  dead  loss  to  the  community.  The  super- 
fluous labour  will  no  doubt  to  a  great  extent  be  gradually 
absorbed.  But  the  special  skill  of  the  workmen  dis- 
placed will  be  wasted.  The  absorption  of  the  superfluous 
labour  will  be  accompanied  by  a  corresponding  increase 
in  the  output  of  commodities  and  a  corresponding  fall 
in  money  prices  and  money  wages.  When  the  process 
is  completed  money  wages  and  money  prices  will  have 
been  put  back  to  the  level  at  which  they  stood  before 
the  depression  in  the  hat  trade,  but 

(1)  The    accumulation    of    capital    will    have    been 
retarded. 
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(2)  The   productive   resources   of   the   country   will 

(presumably)  be  less  profitably  applied  than 
before. 

(3)  The  foreign  trade  of  the  country  will  (probably) 

be  permanently  diminished  in  volume,  and  the 
rate  of  exchange  permanently  displaced. 

There  is  no  reason  to  suppose  that  any  serious  banking 
disturbance  would  necessarily  or  even  probably  be 
occasioned  at  any  stage.  The  collapse  of  an  important 
industry  may  no  doubt  cause  a  shock  to  general  credit. 
If  the  collapse  is  attended  with  the  bankruptcy  of  in- 
dividual firms,  it  may  be  that  banks  which  have  special- 
ised in  financing  the  industry  are  involved  in  their  fall, 
and  that  the  credit  of  firms  mainly  engaged  in  other 
business,  but  still  substantially  interested  in  it,  is  so 
shaken  that  they  are  for  the  moment  unable  to  borrow. 
A  curtailment  of  credit  money  might  ensue,  which  would 
bring  with  it  all  the  phenomena  of  depression  and 
perhaps  even  of  crisis. 

It  is  frequently  argued  that  the  depression  of  one 
trade  in  a  country  tends  to  cause  depression  in  the 
others,  inasmuch  as  the  purchasing  power  of  the  people 
engaged  in  the  trade  immediately  affected  is  diminished 
and  they  are  therefore  not  in  a  position  to  buy  so  much 
as  before  of  the  goods  produced  by  their  neighbours. 
It  should  be  noted  that  in  the  circumstances  assumed  this 
argument  is  not  valid.  The  quantity  of  money  in  the 
country  is  ex  hypothesi  undiminished  and  the  structure 
of  incomes  built  upon  this  money  as  a  foundation  is, 
or  at  any  rate  may  be  presumed  to  be,  unaltered.  The 
change  that  has  taken  place  is  this,  that  the  incomes 
are  in  slightly  fewer  hands  than  before,  the  workmen 
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who  have  lost  employment  having  lost  along  with  it 
their  right  to  share  in  the  national  resources.  When  a 
small  portion  of  the  working  classes  become  destitute, 
and  the  part  of  the  national  money  income  which  they 
have  been  receiving  is  distributed  partly  among  the 
remainder  of  the  working  classes  and  partly  among  the 
owners  of  property,  there  may  be  some  slight  changes 
in  the  relative  demand  for  different  commodities.  But 
the  aggregate  demand  for  commodities  remains  unaltered 
and  if  the  demand  for  some  falls  off  the  demand  for  the 
remainder  is  correspondingly  stimulated. 

But  this  applies  only  to  the  case  where  there  is  no 
international  currency.  It  still  remains  to  examine  the 
case  of  a  system  of  gold-using  countries. 

Assume  again  the  same  example  as  before,  a  hat- 
exporting  country  exposed  to  the  effects  of  a  fall  in  the 
demand  for  hats,  but  suppose  that  it  and  its  neighbours 
use  a  gold  currency.  The  slackening  demand  will  of 
course  make  itself  felt,  as  in  the  previous  case,  through 
two  tendencies  : — 

(1)  An  adjustment  of  the  exchange  "  against  "  the 

hat-exporting  country. 

(2)  A  diminution  in  the  money  (cash  and  credit)  in 

the  hands  of  the  hat  business. 

But  if  the  disturbance  is  appreciable  the  rate  of  ex- 
change may  go  up  to  the  specie  point,  and  there  will 
then  be  a  tendency  to  export  gold  to  pay  for  the  excess 
of  imports  arising  from  the  diminished  export  of  hats. 
Now  the  bankers  cannot  submit  to  an  export  of  gold 
without  taking  steps  to  bring  down  their  loans  to  a 
proper  proportion  to  the  supply  of  gold  which  will  be 
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left  in  the  country.    They  will  raise  the  rate  of  interest 
with  the  following  consequences  : — 

(1)  There  will  be  a  tendency  on  the  part  of  foreign 

countries  to  lend,  i.e.  the  liability  arising  from 
the  excess  of  imports  will  be  left  for  the  moment 
in  whole  or  in  part  outstanding. 

(2)  Borrowers  will  be  discouraged  and  the  aggregate 

of  bankers'  loans  will  be  diminished. 

(3)  The  bankers'  gold  reserves  will  begin  to  increase. 

The  bankers  will  therefore  soon  have  gold  to 
spare,  and  will  reduce  the  rate  of  interest  again 
so  far  as  to  permit  some  gold  to  be  exported. 

How  far  will  this  export  of  gold  go  ?  Suppose  that 
the  manufacture  of  hats  represents  |  per  cent  of  the 
world's  production  of  commodities,  services,  etc.,  but 
that  it  represents  10  per  cent  of  the  production  of  the 
hat-exporting  country.  Suppose,  further,  that  the 
demand  for  hats  is  diminished  by  J,  i.e.  that  the  amount 
spent  by  the  world  on  hats  is  -f-  of  what  it  was.  The 
diminished  production  of  hats  represents  f  per  cent 
instead  of  J  per  cent  of  the  world's  production,  and 
8  per  cent  (approximately)  instead  of  10  per  cent  of  the 
production  of  the  hat-exporting  country.  Taking  the 
gold-using  world  as  a  whole,  if  the  total  value  of  the 
gold  used  as  currency  and  bank  reserves  is  £1,500,000,000, 
|  per  cent  of  that  sum  or  £7,500,000  may  be  earmarked 
as  the  gold  needed  to  finance  the  hat  trade  before  the 
depression  began,  this  sum  including  of  course  not  only 
the  reserves  held  by  the  banks  against  the  accounts 
of  the  hat-making  firms,  but  the  gold  in  the  pockets 
of  all  the  people  whose  incomes  are  derived  from 
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making  hats  or  dealing  in  hats.  If  the  demand  for 
hats  falls  by  -J-,  then,  after  the  necessary  adjustments, 
the  sum  needed  to  finance  the  hat  trade  will  have  fallen 
to  £6,000,000  and  the  gold  available  for  all  other 
business  will  have  risen  from  £1,492,500,000  to 
£1,494,000,000,  or  about  TV  per  cent.  If  the  hat-export- 
ing country  has  £25,000,000  of  gold  currency,  then 
£2,500,000  of  this  will  be  needed  to  finance  the  hat 
trade  before  the  depression  and  £2,000,000  afterwards. 
If  there  were  no  export  of  gold,  the  gold  available  for 
other  industries  would  rise  from  £22,500,000  to 
£23,000,000,  or  rather  over  2  per  cent,  and  prices  in 
those  industries  would  rise  approximately  in  the  same 
ratio.  This  would  only  be  possible  if  the  rate  of  exchange 
(which  apart  from  special  causes  of  disturbance  repre- 
sents practically  the  relative  purchasing  power  of  gold 
in  the  two  regions  it  relates)  could  rise  by  2  per  cent. 
Assume  that  the  cost  of  exporting  gold  to  the  nearest 
foreign  country  would  be  |  per  cent.  Then  the  exchange 
cannot  rise  by  more  than  |  per  cent.  Of  the  £500,000 
of  gold  surrendered  by  the  hat  trade  only  so  much  can 
be  retained  in  the  country  as  will  raise  the  £22,500,000 
employed  in  financing  other  businesses  by  J  per  cent, 
i.e.  £112,500.  The  remaining  £387,500  must  be  ex- 
ported (except  for  a  trifling  proportion  which  can  be 
retained  because  there  is  an  increase  of  about  TV  Per 
cent  in  the  world's  supply  of  currency  for  businesses 
other  than  the  hat  trade). 

But  even  so  equilibrium  is  not  yet  reached.  For  the 
export  of  hats  has  been  diminished  by  20  per  cent,  and 
if  the  prices  ruling  in  other  industries  are  the  same, 
relatively  to  those  ruling  abroad,  as  before,  the  imports 
of  those  commodities  will  be  unchanged.  There  must 
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therefore  be  a  further  export  of  gold  to  lower  the 
general  level  of  prices  and  so  to  encourage  exports  and 
discourage  imports. 

Thus  the  loss  of  gold  is  traceable  to  two  distinct 
causes.  First  of  all  there  is  the  loss  proportional  to 
the  definite  diminution  in  production,  and  therefore  in 
the  national  income,  through  a  portion  of  the  capital 
and  labour  in  the  hat-making  industry  being  left  idle. 
Secondly,  there  is  a  further  loss  corresponding  to  the 
further  diminution  in  the  national  wealth  consequent 
upon  the  trade  affected  being  an  export  trade  and  there- 
fore one  for  which  the  exporting  country  was  specially 
suited.  In  order  to  restore  the  balance  of  trade,  com- 
modities which  it  is  less  specially  suited  to  produce 
must  be  exported,  and  this  is  made  possible  by  the 
further  depletion  of  the  stock  of  gold  and  by  the  corre- 
sponding reduction  of  money  values  and  of  money  cost 
of  production. 

There  follows  the  final  stage  in  which  the  displaced 
labour  is  gradually  absorbed  into  other  industries. 
As  this  process  goes  on,  the  gold  sent  away  will  be 
steadily  attracted  back,  thus  avoiding  the  element  of 
falling  prices  and  consequent  depression  which  would 
mark  the  corresponding  stage  under  a  local  inconvertible 
currency. 

It  might  at  first  sight  be  supposed  that  under  the 
conditions  here  postulated  it  is  broadly  true  to  say  that 
the  depression  of  one  industry  is  communicated  to  the 
others.  It  is  the  case  that  the  export  of  gold  prevents 
these  other  industries  being  actually  stimulated.  But 
nevertheless,  it  is  not  true  that  they  share  the  depres- 
sion. For  the  curtailment  of  exports  leads  to  a  corre- 
sponding curtailment  of  imports.  The  diminution  of  the 
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purchasing  power  of  the  persons  engaged  in  the  industry 
affected  is  measured  by  that  very  curtailment  of  ex- 
ports, and  is  just  compensated  by  the  increased 
domestic  demand  for  commodities  arising  from  the 
curtailment  of  imports. 

We  thus  arrive  at  the  conclusion  that  a  diminution 
of  demand  in  one  industry,  though  it  may  cause  heavy 
losses  and  great  distress,  will  not  in  general  affect  other 
industries  adversely  and  will  not,  in  fact,  produce  a 
general  trade  depression. 

After  considering  in  detail  the  effects  of  a  curtail- 
ment of  demand  for  any  commodity  in  an  international 
system  it  is  hardly  necessary  to  deal  at  length  with  the 
effects  of  an  expansion  of  demand,  since  the  latter 
phenomenon  differs  little  from  a  mere  reversal  of  the 
former.  It  will  therefore  be  more  profitable  to  proceed 
at  once  to  consider  the  effects  in  an  international 
system  of  influences  bearing  upon  the  production  of 
a  commodity. 

The  causes  affecting  production  may  be  either  local 
or  general.  Climatic  irregularities,  political  disturb- 
ances, labour  troubles,  discoveries  of  new  sources  of 
supply,  are  usually  local.  But  some  of  these  may  be 
world-wide  in  their  operation  ;  and  some  causes  are 
usually  of  universal  operation,  such  as  the  invention 
of  improved  processes.  It  will  be  simplest  to  begin 
with  a  universal  influence,  and  proceed  afterwards  to 
the  consideration  of  a  local  influence.  We  assume  the 
influence  to  be  universal  in  the  sense  that  it  affects 
equally  all  sources  of  production.  Those  sources  of 
production  must  be  supposed  to  be  unequally  distributed 
among  the  different  communities  which  constitute  the 
international  system  ;  otherwise  the  problem  would 
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not  differ  appreciably  from  that  of  the  self-contained  or 
isolated  community.  But  the  local  distribution  of  the 
processes  of  production  has  nowadays  become  highly 
complex.  There  are  many  stages  in  the  production  of  a 
single  finished  article  ;  the  different  stages  may  take 
place  in  widely  distant  places  ;  the  same  raw  material 
may  enter  into  the  production  of  many  different  com- 
modities. A  cause  affecting  production  may  act  upon 
the  supply  of  the  raw  material,  or  on  any  of  the  sub- 
sequent processes.  For  the  sake  of  simplicity  we  will 
start  by  assuming  that  the  commodity  concerned  is 
brought  up  to  a  certain  definite  stage  of  manufacture 
at  its  place  of  origin  and  that  the  remaining  stages 
are  invariably  completed  in  the  country  in  which  it  is 
to  be  consumed,  so  that  the  goods  in  transit  are  always 
at  the  same  uniform  stage  of  manufacture.  We  shall 
thus  be  concerned  only  with  the  local  distribution  of  the 
producers  in  the  producing  countries,  and  of  the  con- 
sumers (with  their  attendant  producers)  throughout  the 
international  system,  and  there  will  be  no  intermediate 
manufacturers  with  a  different  local  distribution  to 
complicate  the  problem. 

Now  let  some  influence  operate  to  diminish  the  out- 
put of  the  commodity  to  be  obtained  from  the  given 
economic  agencies,  in  the  form  of  labour,  capital,  and 
land,  devoted  to  its  production.  We  saw  in  Chapter  VII 
that  the  effect  of  this  on  the  market  must  depend  on 
whether  the  demand  for  the  commodity  is  "  elastic  "  or 
"  inelastic."  In  the  former  case  when  the  cost  of  pro- 
duction and  therefore  the  price  rises  the  aggregate  sum 
spent  by  the  consumers  upon  the  commodity  diminishes, 
in  the  latter  case  the  aggregate  sum  so  spent  increases. 

The  first  effects  of  the  diminution  of  output  will  be 
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that  at  existing  prices  the  receipts  from  sales  will  no 
longer  be  sufficient  to  pay  the  expenses  of  production, 
while  at  the  same  time  the  manufacturers  can  no 
longer  keep  pace  with  the  orders  of  the  wholesale 
dealers.  There  must,  therefore,  at  once  be  an  increase 
of  price,  and  the  character  of  the  demand  will  determine 
how  far  the  increase  of  price  can  go.  If  the  demand  is 
elastic  the  increase  will  stop  before  the  aggregate 
receipts  from  sales  have  reverted  to  the  previous 
figure ;  if  the  demand  is  inelastic  the  increase  will  be 
sufficient  to  carry  the  aggregate  receipts  beyond  the 
previous  figure.  In  either  case  the  subsequent  phe- 
nomena are  very  similar  to  those  which  occur  when  it 
is  the  demand  for  a  commodity  which  is  directly  affected, 
the  former  case  corresponding  to  a  flagging  demand, 
the  latter  to  an  expanding  demand.  It  is  therefore  un- 
necessary to  trace  in  detail  the  various  developments  ; 
the  decrease  (or  increase)  of  the  financial  requirements 
of  the  industry  affected  ;  the  passage  of  gold  to  (or 
from)  that  industry  from  (or  to)  other  industries  ;  the 
consequent  export  (or  import)  of  gold  from  (or  into) 
the  producing  countries  ;  or  the  incidental  effects  on 
the  balance  of  trade  and  the  rate  of  exchange.  The 
only  important  difference  is  that  the  diminution  of  the 
quantity  of  the  commodity  obtained  by  a  given  expendi- 
ture of  economic  effort  must  be  written  off  as  a  clear 
loss  before  the  effects  of  the  change  in  demand  are  taken 
into  account  at  all.  In  just  the  same  way  the  effects  of 
increased  production  will  correspond,  according  as  the 
demand  is  elastic  or  inelastic,  with  those  of  increased  or 
decreased  demand.  And  of  all  these  occurrences  it  is 
uniformly  true  that  outside  the  particular  business 
directly  affected  there  is  no  trade  fluctuation  properly 
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so  called,  or  at  any  rate  none  of  material  importance. 
An  exception  is  to  be  found  in  the  case  of  actual  famine, 
where  (as  in  the  case  of  a  self-contained  community) 
the  reaction  upon  other  industries  becomes  consider- 
able. But  the  production  of  the  necessaries  of  life  is 
so  widely  distributed  over  the  world  that  a  world-wide 
famine  is  very  unlikely  to  occur.  The  effects  of  a 
scarcity  of  raw  material  on  the  manufacturing  com- 
munities, as  distinguished  from  the  producing  com- 
munities, are  of  course  excluded  by  our  hypothesis. 

This  hypothesis  can  now  be  removed,  and  inter- 
mediate processes  of  manufacture  having  a  local 
distribution  different  both  from  that  of  the  production 
of  the  raw  material  and  from  that  of  the  consumption 
of  the  finished  product  may  be  admitted  to  considera- 
tion. How,  then,  will  a  locality,  which  imports  the  raw 
or  incomplete  article  and  exports  it  after  applying  to 
it  one  of  these  intermediate  processes,  be  affected  by  an 
increase  or  decrease  in  the  supply  of  the  raw  material  ? 
Consider  first  a  decrease.  A  continuance  of  work  at  the 
existing  rate  will  begin  to  deplete  the  stocks  of  raw 
material.  Those  stocks  cannot  be  replenished  as 
quickly  as  before,  and  consequently  the  manufacturers 
will  curtail  the  orders  which  they  will  accept  from  the 
wholesale  dealers.  This  restriction  in  supply  will  elicit 
from  the  consumer  a  higher  retail  price,  and  the  whole- 
sale dealers  will  thus  be  enabled  to  offer  a  higher  price 
to  the  manufacturers,  who  in  turn  can  offer  a  higher 
price  for  the  raw  materials  and  so  get  an  increased 
supply  (though  not,  of  course,  equal  to  the  old  supply, 
otherwise  the  higher  retail  price  could  not  be  maintained). 
Under  conditions  of  free  competition,  the  manufac- 
turers would  find  their  plant  and  their  hands  under- 
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employed,  and  would  be  willing  to  accept  a  price  just 
sufficient  to  cover  the  cost  of  raw  material  plus  working 
expenses.  This  would  still  be  so,  even  if  the  demand 
were  inelastic,  so  that  the  aggregate  receipts  from  sales 
of  the  finished  product  were  actually  greater  than 
before  the  scarcity.  The  whole  advantage  of  these 
increased  receipts  would  be  passed  on  to  the  producers 
of  the  raw  material.  In  fact,  whether  the  demand  is 
elastic  or  inelastic  there  will  always  be  a  diminution  of 
output,  and  the  manufacturing  communities  will  suffer 
both  by  having  less  work  and  by  earning  less  for  the 
work  they  have.  In  other  words,  they  experience 
precisely  the  results  which  would  follow  a  contraction  of 
demand. 

All  the  foregoing  examples  of  causes  affecting  pro- 
duction have  been  confined  to  cases  where  the  operation 
of  the  cause  is  uniform  in  its  effects  over  the  entire 
production  of  the  commodity  concerned.  A  further 
complication  arises  where  the  disturbance  is  local. 
For  example,  how  will  a  country  be  affected  by  an 
exceptionally  good  or  exceptionally  bad  harvest  ? 
It  is  a  commonplace  of  the  money  market  that  a  coun- 
try which  has  a  good  harvest  in  any  year  will  need 
money  and,  if  a  gold-using  country,  will  need  gold. 
The  distinguishing  feature  of  a  local  variation  in  pro- 
duction is  that  it  does  not  have  the  same  effect  on 
prices  as  a  world-wide  variation  affecting  the  entire 
production  of  one  commodity.  Thus  a  good  harvest 
in  one  country  has  usually  relatively  little  influence  in 
diminishing  world  prices.  The  elasticity  or  inelasticity 
of  demand  becomes  a  matter  of  minor  importance  and 
the  money  value  of  the  harvest  in  the  world's  markets 
is  more  or  less  proportional  to  its  volume. 
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When  the  harvest  is  reaped  and  comes  into  the  market 
there  will  be  a  greater  surplus  for  export  (or  a  smaller 
deficiency  to  be  made  up  by  imports)  than  in  a  normal 
year,  and  there  will  thus  arise  a  balance  of  indebtedness 
from  foreign  countries.  The  farmers  may  invest  part 
of  their  exceptional  profits  abroad,  but  part,  at  any  rate, 
they  will  either  spend  or  invest  at  home,  and  as  the  money 
comes  to  be  remitted  to  them  for  that  purpose  the  bill- 
brokers  will  find  their  balances  diminishing  and  will 
adjust  the  rate  of  exchange  towards  and  probably  up 
to  the  import  specie  point.  Sufficient  gold  will  then  be 
imported  to  raise  prices  and  stimulate  imports  up  to 
the  point  at  which  they  pay  for  the  exceptional  exports, 
or  at  any  rate  for  such  portion  of  those  exports  as 
cannot  be  set  off  against  exceptional  investments 
abroad.  This  importation  of  gold  may  begin  before 
the  harvest  is  actually  reaped.  For  as  soon  as  the 
exceptional  yield  is  foreseen  the  farmers  will  want  to 
borrow  more  money  than  usual  to  pay  for  the  cost  of 
reaping,  carrying,  etc.,  and  the  bankers  will  be  ready 
to  lend  more  than  usual  in  anticipation  of  the  farmers' 
swollen  profits.  But  the  bankers  must  have  larger 
supplies  of  gold  to  support  the  increased  loans  ;  they 
will  raise  the  rate  of  interest  and  will  so  attract  gold 
from  abroad.  When  the  whole  harvest  has  been  dis- 
posed of  and  sufficient  imports  have  been  obtained  in 
exchange,  the  surplus  gold  will  be  sent  abroad  again. 

It  should  be  observed  that  the  gold  is  not  imported 
from  abroad  to  discharge  the  balance  of  indebtedness 
directly.  Indeed,  as  it  is  not  ultimately  retained  it  does 
not  affect  the  balance  of  indebtedness  in  the  long  run 
at  all.  The  balance  of  indebtedness  is  discharged  by 
the  increased  importation  of  goods,  and  only  so  much 
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gold  need  be  imported  as  will  stimulate  imports  in  the 
required  degree. 

Incidentally  the  importation  of  gold  also  stimulates 
domestic  trade,  so  that  the  good  harvest  reacts  favour- 
ably for  the  time  being  on  the  general  state  of  trade  in 
the  country.  But  the  contrary  effect  is  experienced 
when  the  gold  is  sent  abroad  again  later  on  and  prices 
return  to  their  old  level. 

Just  as  an  exceptionally  good  harvest  necessitates 
the  import  of  gold,  so  will  an  exceptionally  poor  harvest 
lead  to  the  export  of  gold.  And,  of  course,  if  pro- 
duction is  checked  or  stimulated  in  any  other  way  the 
effect  is  the  same.  For  example,  a  prolonged  labour 
dispute  will  diminish  the  financial  needs  of  the  industry 
affected.  The  industry  will  not  be  in  a  position  to  under- 
take new  orders  (which  would  involve  new  borrowings), 
and  though  loans  already  obtained  for  existing  orders 
will  in  many  cases  have  to  be  in  part  renewed,  the 
employers  will  not  be  paying  their  usual  weekly  wages 
bills  ;  they  will,  on  the  whole,  be  able  to  diminish 
materially  their  outstanding  indebtedness,  and  will 
draw  much  less  cash  than  usual  against  their  current 
accounts.  At  the  same  time  the  workmen  will  be  sub- 
sisting on  strike  pay,  savings,  and  credit,  and  their 
weekly  budgets  will  be  less  than  when  they  are  receiving 
their  full  earnings.  The  average  amount  of  cash  in 
their  pockets  will  be  correspondingly  less.  Taking  the 
personnel  of  the  industry  as  a  whole,  therefore,  they  will 
in  the  course  of  the  dispute  part  with  a  great  portion 
of  the  cash  and  credit  money  which  is  ordinarily  in  their 
hands.  The  cash  set  free  will  tend  to  stimulate  other 
industries,  to  push  up  the  rate  of  exchange,  and,  if  the 
dispute  is  important  and  prolonged,  to  find  its  way 
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abroad.  When  work  is  resumed,  of  course,  the  employers 
will  want  to  borrow  again  the  sums  necessary  to 
finance  the  orders,  the  execution  of  which  has  been 
interrupted,  and  the  cash  exported  will  be  rapidly 
attracted  back. 

Here,  then,  as  in  other  cases,  it  seems  that  disturb- 
ances arising  from  the  conditions  of  supply  and  demand, 
as  distinguished  from  financial  disturbances,  always  tend 
to  have  a  strictly  limited  effect.  It  is  only  rarely  that 
they  influence  to  any  serious  extent  industries  outside 
those  directly  touched. 

Even  with  so  widespread  a  disturbance  as  the  recent 
coal  strike,  although  a  considerable  section  of  the 
industry  of  the  country  was  almost  completely  paralysed, 
yet  outside  the  business  directly  dependent  on  the  supply 
of  coal  the  effect  was  unexpectedly  slight,  and  the 
recovery  of  trade  when  it  was  over  was  remarkable. 


XII 

PREVALENT   FORMS    OF   CREDIT   MONEY 

ON  the  whole  the  results  of  the  last  chapter  may  be  re- 
garded as  negative.  The  economic  disturbances  therein 
examined  all  have  a  relatively  slight  and  transient  effect 
on  the  state  of  trade.  The  effective  causes  of  trade 
fluctuations  must  be  looked  for  in  the  sensitive  and 
omnipresent  machinery  of  money  and  credit.  Here 
we  have  already  found  such  causes  in  considering  the 
case  of  an  isolated  community  in  Chapter  VII,  and 
we  have  now  to  extend  the  reasoning  which  formed  the 
subject  of  the  first  portion  of  that  chapter  to  the  more 
complex  case  of  an  international  system. 

It  then  appeared  that  the  most  important  cause 
of  fluctuations  was  to  be  found  in  the  failure  of  the 
bankers  to  keep  proper  control  over  the  creation  of 
credit  money.  Firstly,  when  money  is  lent  to  a  trader 
an  interval  elapses  before  the  corresponding  demand  for 
cash  matures,  and  before,  therefore,  the  full  effect  of 
an  increase  of  loans  in  depleting  the  bankers'  cash 
reserves  is  felt ;  and  per  contra  when  the  bankers  cur- 
tail their  loans  an  interval  will  elapse  before  a  propor- 
tional amount  of  cash  is  attracted  back.  Secondly, 
it  was  shown  that  a  banker's  failure  to  adjust  his  lending 
operations  correctly  to  the  needs  of  the  market  tends 
to  produce  a  cumulative  effect  which  will  be  steadily 
accelerated  unless  timely  steps  are  taken  to  reverse  it ; 
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a  mere  increase  in  the  amount  of  bankers'  loans  of  itself 
leads  to  an  increase  in  the  demand  for  loans  on  the 
existing  terms. 

Thirdly,  bankers  may  be  tempted  to  lend  impru- 
dently, and  when  their  rashness  finds  them  out,  whether 
they  pay  the  penalty  in  bankruptcy,  or  whether  they 
manage  to  restore  their  business  to  a  sound  footing, 
in  either  case  a  quantity  of  credit  money  will  have 
to  be  annihilated. 

Up  to  this  point  we  have  dealt  with  banks  in  a  highly 
abstract  and  generalised  form.  We  have  assumed  that 
the  banker  has  made  himself  liable  to  pay  money  on 
demand,  and  that  the  right  to  obtain  money  on  demand 
is  given  in  such  a  form  as  to  be  a  convenient  substitute 
for  cash  to  the  possessor  of  the  right.  This  is  the  essence 
of  the  process  of  creating  banker's  money  or  "  credit 
money."  But  in  considering  how  the  system  works  in 
practice  there  is  much  more  to  be  taken  into  account, 
and  in  the  present  chapter  we  shall  examine  in  a  little 
more  detail  the  prevalent  types  of  banking  law  and 
practice. 

If  credit  money  is  to  be  a  convenient  substitute  for 
cash,  any  one  who  has  obtained  a  supply  of  credit 
money  from  a  bank  must  be  in  a  position  to  pay  it 
away  to  other  people.  This  may  be  effected  in  one  of 
two  ways,  either  by  bank-note  or  by  cheque. 

A  bank-note  is  a  transferable  document  issued  by  the 
banker  entitling  the  holder  to  obtain  on  demand  a  sum 
specified  on  its  face.  The  problem  of  effecting  payments 
in  credit  money  is  solved  by  the  simple  process  of 
handing  on  the  document  itself. 

Under  the  cheque  system  the  banker  places  to  his 
customer's  credit  a  certain  sum,  but  gives  him  no 
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transferable  documentary  evidence  of  the  existence  of 
this  sum.  But  the  customer  can  at  any  time  direct  the 
banker  to  pay  any  portion  of  the  money  to  any  third 
person.  The  direction  is  given  in  writing,  and  the 
handing  over  of  the  written  document  or  cheque  to  this 
third  person  is,  for  practical  purposes,  the  equivalent  of 
a  payment. 

It  is  not  necessary  to  enlarge  on  the  differences 
between  the  two  systems.  The  acceptability  of  the 
bank-note  depends  on  confidence  in  the  genuineness  of 
the  document  and  in  the  solvency  of  the  issuing  bank. 
The  acceptability  of  the  cheque  depends  mainly  on 
confidence  in  the  honesty  of  the  man  who  writes  it. 
The  bank-note  may  circulate  many  times  from  hand 
to  hand  :  the  cheque  is  usually  (though  not  necessarily) 
employed  for  one  transaction  only.  The  bank-note 
may  be  for  any  sum,  large  or  small,  but  is  not  divisible ; 
the  cheque  may  be  made  out  for  the  precise  sum  re- 
quired for  any  transaction. 

But  for  all  these  differences,  there  remains  the  funda- 
mental identity  of  the  right  to  draw  any  sum  by  cheque 
with  the  possession  of  bank-notes  representing  in 
aggregate  value  the  same  sum.  Either  is  simply  the 
possession  of  so  much  credit  money,  and  from  the 
point  of  view  of  the  banker  means  the  liability  to  pay 
that  sum  on  demand.  All  that  has  been  said  in  the 
preceding  chapters  on  the  subject  of  credit  money 
applies  impartially  to  both  systems. 

But  it  does  not  follow  that  there  are  not  important 
practical  differences  between  the  two  kinds  of  credit 
money,  even  from  the  point  of  view  from  which  we 
are  now  interested  in  the  subject  of  banking.  The  most 
important  of  all  arise  from  the  fact  that  notes  have  a 
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closer  resemblance  than  cheques  to  cash.  Indeed, 
there  is  really  no  hard-and-fast  line  between  cash 
and  notes  at  all — only  a  continuous  gradation  from 
bullion  at  one  end,  through  legal  tender  full-valued 
coin,  legal  tender  overvalued  coin,  legal  tender 
inconvertible  notes,  legal  tender  convertible  notes, 
finally  to  convertible  notes  that  are  not  legal  tender. 
Bullion  derives  its  value  solely  from  its  own  nature ; 
full-valued  coin  adds  to  its  intrinsic  value  the  advantage 
of  express  legal  recognition ;  overvalued  coin  has  little, 
and  inconvertible  notes  have  nothing,  to  boast  of  but 
their  legal  standing  ;  legal  tender  convertible  notes 
have  a  legal  standing  so  long  only  as  they  represent  faith- 
fully something  other  than  themselves  ;  and  convertible 
notes  that  are  not  legal  tender  have  no  virtue  in  them- 
selves at  all,  but  are  merely  documentary  evidence  of 
some  assets  elsewhere. 

Moreover,  the  quality  of  being  legal  tender  is  itself 
variable.  A  bank-note  may  be  legal  tender  for  all 
purposes  or  only  for  certain  specified  transactions, 
e.g.  it  may  be  legal  tender  for  the  payment  of  taxes, 
but  not  for  any  other  transactions,  or  it  may  be  legal 
tender  so  long  only  as  the  issuing  bank  complies  with 
certain  conditions.  Again,  convertible  notes  may  be 
ordinary  credit  money  secured  by  such  cash  and  other 
assets  as  the  banker  thinks  it  prudent  to  hold  against 
them,  or  they  may  be  subject  to  various  statutory  or 
other  restrictions,  prescribing  the  proportion  of  cash 
that  must  be  held  or  the  character  of  the  other  assets, 
or  limiting  the  total  amount  of  the  notes  that  may  be 
issued.  The  most  completely  circumscribed  form  of 
paper  money  is  what  may  be  called  the  "  gold  certifi- 
cate," where  the  entire  note-issue  is  secured  by  a 
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reserve  of  cash  equal  to  its  face  value.  In  such  a  case 
there  is  no  profit  on  the  issue,  and  a  banker  will  not 
therefore  undertake  it  as  part  of  his  business.  Gold 
certificates  can  in  practice  only  be  issued  either  by 
Governments  or  by  banks  which  are  willing  to  issue 
them  in  exchange  for  some  special  privilege,  and  which 
are  practically  the  agents  of  the  Government  for  the 
purpose.  An  issue  of  this  kind  serves  the  purpose  of 
providing  a  more  portable  form  of  currency  for  large 
transactions,  and  of  saving  the  gold  deposited  from  the 
attrition  which  would  result  from  use.  Neither  this 
nor  any  other  form  of  note-issue  has  the  advantage  of 
a  current  account  operated  on  by  cheque  in  dispensing 
the  holder  from  any  precautions  against  loss  or  theft. 
It  is  true  that  notes  are  usually  made  identifiable  by 
means  of  serial  numbers,  and  are  therefore  easier 
to  trace  than  coins  ;  but,  on  the  other  hand,  they  are 
destructible.  On  the  whole,  therefore,  the  gold  certifi- 
cate has  very  little  advantage  over  coin  beyond  its 
portability. 

A  gold  certificate  is  not  credit  money  at  all.  There 
are  some  forms  of  note-issue,  however,  which  in  practice 
hardly  differ  from  gold  certificates,  but  which  yet  are 
in  a  sense  credit  money.  An  example  is  to  be  found 
in  the  Bank  of  England  note.  The  Bank  has  the  right 
to  issue  a  certain  fixed  amount  of  notes  (at  present 
£18,450,000)  against  securities,  but  can  only  issue 
notes  in  excess  of  that  amount  in  exchange  for  cash 
or  gold  bullion,  which  when  received  must  be  held  in 
reserve,  and  cannot  be  drawn  upon  for  any  other  pur- 
pose than  cashing  notes.  Consequently,  for  the  purpose 
of  any  increase  or  decrease  in  the  note-issue,  the  Bank 
of  England  notes  are  practically  mere  gold  certificates  ; 
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they  would  only  assume  the  characteristics  of  credit 
money,  in  being  expansible  or  contractible  indepen- 
dently of  the  supply  of  gold,  if  the  amount  of  the  issue 
fell  to  a  point  near  £18,450,000. 

In  the  case  of  gold  certificates,  the  convertibility  of 
which  is  absolutely  secured,  the  question  of  the  legal- 
tender  privilege  is  of  little  importance.  As  they  are 
issued  by  the  Government  or  under  Government 
auspices,  they  are  naturally  in  practice  made  legal  tender, 
but  so  long  as  the  entire  issue  is  known  to  be  secured 
by  cash  they  will  in  any  case  be  freely  accepted. 

In  the  case  of  an  ordinary  bank-note,  however,  the 
legal-tender  privilege  is  a  matter  of  considerable  im- 
portance. The  convertibility  of  the  note  depends  upon 
the  prudence  and  honesty  of  the  issuing  bank,  and  if 
it  is  not  legal  tender  it  is  valueless  apart  from  its  con- 
vertibility. In  a  community  where  the  banks  have  an 
unrestricted  power  of  note-issue,  no  one  will  accept  a 
note  unless  he  is  satisfied  that  the  issuing  bank  is  sol- 
vent, or  at  any  rate  no  one  will  accept  a  note  if  he  has 
any  reason  to  doubt  the  solvency  of  the  issuing  bank. 

The  writer  of  a  cheque  has  personal  knowledge  of 
the  bank  on  which  it  is  drawn  ;  the  recipient  of  the 
cheque  pays  it  into  his  own  banking  account,  and  it  is 
presented  at  once  by  his  bank  for  payment  through  the 
clearing-house.  The  interval  between  the  writing  and 
the  realisation  of  the  cheque  is  so  short  that  the  chance 
of  the  bank  becoming  insolvent  is  infinitesimal,  and 
even  if  the  bank  did  fail  to  meet  the  cheque  the  drawer 
would  remain  liable  for  the  money.  This  is  a  very  im- 
portant difference  between  the  bank-note  system  and 
the  cheque  system.  In  the  former  case  the  individual 
holder  possesses  credit  money  in  the  form  of  bank-notes 


PREVALENT  FORMS  OF  CREDIT  MONEY  153 

giving  him  the  right  to  receive  money  on  demand,  it 
may  be,  from  a  number  of  different  banks,  of  the 
solvency  of  which  he,  and  the  people  to  whom  he  wishes 
to  make  payments,  may  have  very  slender  information. 
In  the  latter  case  he  has  the  right  to  receive  money  on 
demand  from  one  selected  bank  which  he  knows  and  to 
which  he  is  known,  and  that  right  cannot  be  exercised 
except  by  his  personal  intervention  in  the  form  of  a 
written  authority.  The  relation  of  bank  to  note-holder 
is  an  impersonal  one  ;  the  relation  of  bank  to  depositor 
is  a  personal  one. 

The  note-holder  regards  his  notes  as  simply  money, 
and  if  in  doubt  of  the  solvency  of  any  of  the  issuing 
banks,  is  perfectly  ready,  at  very  little  sacrifice  of 
convenience,  to  use  actual  money  instead.  The  de- 
positor values  his  relation  with  his  banker ;  if  he 
happens  to  have  an  unnecessarily  large  balance  he  knows 
that  it  is  not  entirely  wasted,  for  he  is  thereby  acquiring 
merit  in  his  banker's  eyes  ;  he  will  not  lightly  draw  out 
his  balance,  even  as  a  precaution  when  doubt  is  thrown 
on  the  banker's  solvency  ;  nor  will  he  lightly  transfer 
his  account  to  another  banker  who  is  not  acquainted 
with  his  affairs.  Thus  the  personal  relation  of  banker 
and  depositor  is  a  great  safeguard  against  the  em- 
barrassing demands  which  may  be  made  upon  a  bank  in 
consequence  of  distrust.  This  safeguard  is  largely 
absent  in  the  case  of  the  note-holder,  to  whom  the 
bank-note  is  a  mere  convenience  like  a  gold  certificate. 
The  result  is  that  while  the  demands  of  depositors  are 
regulated  by  the  real  needs  of  business,  the  demands 
of  note-holders  are  subject  to  capricious  fluctuations 
which  may  arise  at  any  time  from  a  loss  of  confidence 
in  the  issuing  banks. 
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Again,  a  banking  account  is,  on  the  whole,  the  privi- 
lege of  the  man  of  substance.  A  bank-note  for  a  small 
sum  will  get  into  the  hands  of  people  of  small  means. 
The  inconvenience  of  withdrawing  a  large  balance  in 
cash  is  serious  ;  but  there  is  no  such  inconvenience  to 
deter  the  small  note-holder  from  demanding  cash  at 
any  time. 

All  these  differences  may  be  summed  up  in  the  single 
statement  that  bank-notes  have  much  more  of  the 
character  of  cash  than  a  balance  at  a  bank  operated 
on  by  cheque. 

In  the  history  of  banking  the  bank-note  for  a  long 
time  held  a  much  more  important  place  than  the  cheque 
system.  So  long  as  the  bank-note  was  the  prevailing 
form  of  credit  money,  one  of  the  most  important 
problems  which  vexed  the  minds  of  bankers  was  the 
maintenance  of  confidence.  There  could  be  no  profit 
on  a  note-issue  unless  the  cash  in  reserve  were  less  than 
the  amount  of  the  issue.  Yet  in  that  case  it  was  in- 
disputable that  if  the  note-holders  all  chose  to  present 
the  notes  for  payment  at  the  same  time  the  bank  would 
fail  to  cash  all.  And  if  the  note-holders  were  aware  of 
this  how  could  they  feel  enough  confidence  to  abstain 
from  doing  that  very  thing  ? 

As  a  matter  of  fact  the  portability  of  notes  was  a 
sufficient  inducement  to  the  public  to  use  them,  and 
so  long  as  every  one  was  confident  that  the  general  use 
of  notes  would  continue,  there  was  no  reason  for  any 
individual  to  fear  a  universal  run  on  banks  of  issue. 
But  nevertheless  experience  did  show  that  the  bank- 
note was  an  unstable  form  of  credit  money,  and  that 
a  slight  loss  of  credit  by  an  individual  bank  might  lead 
to  its  complete  collapse.  The  result  has  been  a  con- 
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tinuous  growth  of  Government  control  of  banks  of 
issue.  In  some  cases  the  note-issue  has  been  made 
a  statutory  monopoly  of  a  single  bank,  which  is  practi- 
cally a  Government  Department.  In  some,  again, 
stringent  conditions  as  to  the  proportion  of  the  cash 
reserves  to  the  notes  in  circulation  have  been  laid  down, 
amounting  in  the  case  of  the  Bank  of  England,  for 
instance,  almost  to  the  conversion  of  the  note  into  a  gold 
certificate.  In  many  cases  the  nature  of  the  securities 
to  be  held  against  the  portion  of  the  issue  not  covered 
by  cash  has  been  prescribed,  for  example,  in  the  United 
States,  where  the  National  Banks  are  allowed  only  to 
issue  notes  covered  by  United  States  Government  Bonds, 
and  their  issues  are  limited,  therefore,  by  the  amount  of 
Government  debt  outstanding.  In  most  cases  the  bank- 
notes which  are  allowed  to  circulate  have  been  made 
legal  tender  for  some  or  all  purposes. 

Nearly  everywhere  the  proportion  of  cash  reserve  to 
note-issue  is  required  to  be  very  much  higher  than 
would  be  thought  reasonable  for  the  cash  reserve  held 
against  deposits.  The  result  is  that  the  bank-note  has 
come  to  take  second  place  as  a  basis  for  the  creation 
of  credit  money.  The  amount  of  credit  money  which 
can  be  created  by  this  means  from  a  given  quantity 
of  gold  is  relatively  small.  And  so  great  are  the  pre- 
cautions taken  to  safeguard  modern  issues,  that  the 
notes  are  practically  regarded  as  cash,  and  themselves 
form  the  foundation  on  which  a  far  larger  superstruc- 
ture of  credit  money  is  set  up  in  the  form  of  deposits. 

One  result  of  the  development  of  the  cheque  system 
is  that  the  demands  on  a  bank  for  cash  are  much  less 
affected  than  formerly  by  the  state  of  its  credit.  De- 
positors draw  out  cash  not  because  they  are  afraid 
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the  bank  is  going  to  collapse,  but  because  they  want 
cash  for  some  purpose,  such  as  the  payment  of  wages,  for 
which  cheques  would  not  be  suitable.  Their  needs  for 
cash  follow  fairly  well-defined  laws,  and  bankers  en- 
deavour to  foresee  the  operation  of  those  laws  and  to 
provide  cash  accordingly.  There  is  some  tendency  still 
to  attribute  too  much  importance  in  the  theory  of 
finance  and  banking  to  the  state  of  credit.  For  ex- 
ample, it  happens,  when  bankers  have  been  creating 
credit  money  too  freely,  that  their  cash  reserves  begin 
to  fall  away,  and  the  rate  of  interest  has  to  be  promptly 
raised.  It  is  sometimes  assumed  that  the  demand  for 
cash  and  the  high  rate  of  interest  are  both  signs  of  loss 
of  confidence.  To  the  reader  who  has  followed  the 
preceding  chapters  it  is  hardly  necessary  to  point  out 
that  the  bankers  raise  the  rate  of  interest,  not  because 
they  distrust  the  borrowers,  but  because  they  are  afraid 
that  if  the  manufacture  of  credit  money  continues  un- 
abated the  corresponding  demand  for  cash,  which  is 
bound  to  follow,  will  exhaust  their  reserves.  This  may 
happen  even  though  there  is  never  any  breath  of  sus- 
picion against  the  soundness  of  any  bank  or  business 
firm. 

It  is  hardly  too  much  to  say  that  the  normal  working 
of  the  machinery  of  the  money  market  cannot  be 
understood  until  the  relatively  subordinate  part  played 
by  the  impairment  of  credit,  that  is  to  say,  by  the  ex- 
pectation that  banks  or  other  businesses  will  fail  to  meet 
their  engagements,  is  fully  realised.  A  contraction 
or  depression  of  trade  is  ordinarily  accompanied  by  a 
number  of  failures,  especially  if  it  be  started  by  a  com- 
mercial crisis.  But  even  a  crisis  cannot  be  fully  ex- 
plained by  a  general  loss  of  confidence.  A  crisis  only 
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differs  in  degree  from  an  ordinary  contraction  of  trade. 
The  manufacture  of  credit  money  has  so  far  out- 
stripped the  due  proportion  to  the  supply  of  cash  that 
recovery  is  only  possible  by  means  of  immediate  and 
drastic  steps.  The  loss  of  confidence  may  be  very  wide- 
spread, but  it  is  still  only  a  symptom  and  not  a  cause  of 
the  collapse. 


XIII 

TYPICAL   BANKING   SYSTEMS 

AFTER  the  survey  in  the  preceding  chapter  of  the 
different  kinds  of  credit  money  in  use,  we  are  now  in  a 
position  to  consider  some  of  the  leading  principles  of 
national  banking  organisation  so  far  as  they  bear  on  our 
subject.  To  these  principles  we  adverted  very  briefly 
in  Chapter  III,  but  any  examination  of  them  in  detail 
was  postponed,  and  in  the  intervening  chapters  we  have 
always  assumed  the  banks  to  respond  as  a  whole  to  the 
various  influences  of  the  money  market.  In  Chapter  III 
it  was  mentioned  that  most  of  the  great  commercial 
nations  have  adopted  the  system  of  a  central  bank, 
more  or  less  intimately  associated  with  the  Government, 
with  full  responsibility  for  the  national  gold  reserve. 
To  this  rule  there  is  one  very  important  exception,  the 
United  States,  but  it  will  be  convenient  to  deal  first 
with  the  central  bank  system  as  giving  most  clearly  the 
essentials  of  banking  organisation. 

The  great  central  banks  of  the  European  nations 
usually  combine  with  their  responsibility  for  the  national 
gold  reserve  either  a  monopoly  of  note-issue  or  at  any 
rate  a  predominant  position  as  banks  of  issue.  This 
dual  function  introduces  complexity  into  the  subject, 
and  it  will  therefore  be  best  to  begin  with  the  English 
system,  where  the  note-issue  is  of  subordinate  import- 
ance. The  English  system  of  note-issue  differs  from 
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that  of  most  other  countries  in  two  respects.  First, 
there  are  no  notes  of  a  value  below  £5,  while  silver  is 
not  legal  tender  for  payments  above  £2  ;  consequently, 
gold  coins  cannot  be  completely  replaced  by  notes  for 
the  payments  for  which  cheques  will  not  serve  and  a 
large  quantity  of  gold  is  necessarily  in  circulation  out- 
side the  banks.  Secondly,  as  we  have  already  seen,  the 
Bank  of  England  note  is  very  little  more  than  a  gold 
certificate,  inasmuch  as  no  additional  notes  above  a 
fixed  amount  can  be  issued  unless  an  equal  amount  of 
gold  is  added  to  the  reserve  of  the  issue  department, 
which  is  kept  for  the  sole  purpose  of  cashing  notes. 
Under  the  English  system,  therefore,  the  bank-note 
is  not  a  means  of  creating  additional  credit  money  at 
all,  but  exists  merely  to  avoid  the  inconvenience  of 
handling  large  sums  in  gold. 

The  Bank  of  England  thus  exemplifies  the  central 
bank  system  practically  free  from  the  complications 
arising  from  the  manufacture  of  credit  money  by  note- 
issue.  The  essence  of  the  system  is  that  all  banks  other 
than  the  central  bank  confine  their  holdings  of  legal 
tender  money  to  the  sums  required  as  working  balances 
for  their  ordinary  daily  needs.  They  rely  on  obtaining 
further  supplies  from  the  central  bank  whenever  there 
is  a  danger  of  their  running  short,  and  when  their  hold- 
ings of  legal  tender  money  grow  larger  than  they  think 
necessary  they  deposit  the  superfluous  balance  in  the 
central  bank.  In  fact,  these  banks  do  not  maintain 
a  "  reserve  "  at  all,  in  the  sense  of  a  large  sum  in  gold 
set  apart  for  emergencies,  and  remaining  untouched 
throughout  long  periods  of  normal  business  conditions. 
They  keep  sufficient  "  till  money  "  to  enable  them  to 
supply  the  regular  needs  of  their  customers,  and  they 
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have  their  own  balances  on  current  account  or  on 
deposit  at  the  central  bank.  These  balances,  which 
are  necessary  to  enable  them  to  draw  on  the  central 
bank  when  occasion  arises,  they  regard  as  "  reserves  "  ; 
but  from  the  point  of  view  of  the  central  bank  these 
balances  are  deposits  like  those  of  any  other  customer, 
only  a  proportion  of  which  need  be  covered  by  actual 
legal  tender  money. 

Perhaps  in  an  ideal  system  the  central  bank  would 
confine  itself  strictly  to  its  business  as  the  bankers' 
bank,  and  would  not  accept  deposits  from  private 
individuals  at  all.  In  actual  systems  this  is  not  so. 
The  Bank  of  England  receives  deposits  from  persons 
and  businesses  other  than  banks,  and  in  particular  from 
the  Government.  The  position  of  the  Government  in 
England  and  elsewhere  as  a  large  depositor  in  the 
central  bank  raises  important  questions  to  which  we 
will  return  later.  But  for  all  that  the  essential  function 
of  the  Bank  of  England  is  to  be  the  bank  with  which  all 
banks  bank. 

In  our  previous  discussions  of  the  economic  effects 
of  changes  in  the  supply  of  money,  we  have  simply 
assumed  a  superstructure  of  credit  money  to  be  erected 
on  a  foundation  of  gold.  We  now  find  between  this 
superstructure  and  its  gold  foundation  an  intervening 
storey,  constructed,  indeed,  out  of  credit  money,  which 
is  manufactured  by  the  central  bank,  but  out  of  credit 
money  which  is  only  used  by  the  other  banks  to  form 
their  reserves,  and  is  not  drawn  upon  directly  by  the 
trading  community  at  all. 

Nevertheless  this  does  not  necessitate  any  material 
alteration  of  the  theory  previously  evolved.  If  the 
amount  of  credit  money  is  increased,  trade  will  be 
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stimulated,  profits  and  prices  will  rise,  and  more  legal 
tender  money  will  be  drawn  out.  The  banks  will  re- 
plenish their  till  money  by  drawing  on  the  central 
bank.  At  the  same  time  the  increase  in  the  stock  of 
money  in  the  country,  and  in  the  prices  of  commodities, 
will  drive  the  rate  of  exchange  towards  the  export  specie 
point.  The  central  bank  will  experience  a  demand  for 
gold,  both  for  internal  circulation  and  for  export.  Both 
demands  can  be  checked  by  a  rise  in  the  rate  of  interest. 
As  has  been  shown  in  Chapter  VIII,  a  rise  in  the  rate 
of  interest  will  tend  to  move  the  rate  of  exchange 
back  from  the  export  specie  point.  It  will  at  the  same 
time  tend  to  produce  a  contraction  of  the  central 
bank's  loans,  and  this  means,  of  course,  a  contraction 
of  the  deposits  in  the  central  bank,  that  is  to  say,  of 
the  reserves  of  the  other  banks.  It  may  be  that  the 
contraction  of  loans  is  not  rapid  enough  ;  if  so,  it  is 
open  to  the  central  bank  itself  to  come  into  the  market 
as  a  borrower,  and  the  sums  borrowed  will  have  to  be 
paid  to  it  through  the  clearing-house  by  the  banks  at 
which  the  lenders'  accounts  are  kept.  If  those  banks 
wish  to  keep  up  their  own  balances  at  the  central  bank 
they  must  borrow  in  turn  from  it,  and  they  can  only 
borrow  at  the  rate  of  interest  which  it  chooses  to  ask. 
Thus  the  central  bank  has  the  power  of  putting  pressure 
on  the  other  banks  to  reduce  their  reserves,  and  they 
will  then  stiffen  their  own  terms  for  loans.  By  this 
means  the  business  community  will  be  induced  to  cur- 
tail its  borrowings,  and  all  the  consequences  described 
in  Chapters  VI  and  IX  will  follow. 

The  responsibility  for  maintaining  the  solvency  of 
the  banking  system  as  a  whole  rests  almost  entirely 
on  the  central  bank,  and  the  question  arises,  how  is  that 
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bank  to  be  guided  in  exercising  that  responsibility  ? 
How  much  gold  ought  to  be  kept  in  reserve  and  how 
great  a  change  in  the  amount  of  the  reserve  should 
the  central  bank  acquiesce  in  before  taking  steps  to 
correct  it  ? 

This  is  the  much-discussed  gold  reserve  question.  The 
solution  is,  of  course,  a  matter  of  practical  experience, 
upon  which  it  would  be  useless  to  dogmatise  a  priori. 
The  gold  reserve  of  any  country  is  simply  a  working 
balance.  Like  all  working  balances,  however  low  it 
falls,  it  fulfils  its  function  provided  it  is  never  exhausted 
even  at  the  moment  of  greatest  strain.  But  the  moment 
of  greatest  strain  cannot  necessarily  be  recognised  when 
it  comes.  In  practice,  therefore,  a  standard,  more  or 
less  arbitrary,  is  fixed  for  the  gold  reserve  (e.g.  a  certain 
proportion  of  the  liabilities  of  the  central  bank),  and 
steps  are  always  taken  to  correct  any  material  departure 
from  the  standard  chosen.  Under  this  system  the  stan- 
dard reserve  must  be  at  least  of  such  amount  that  if  it 
begins  to  diminish  it  can  stand  whatever  drain  it  may 
be  subjected  to  in  the  interval  before  the  remedial 
measures  adopted  by  the  central  bank  have  become 
completely  effective. 

We  have  seen  in  Chapter  IX  that  in  an  international 
system  with  a  common  metallic  medium  of  exchange 
monetary  fluctuations  tend  to  spread  themselves  over  the 
entire  system.  Consequently  to  meet  internal  demands 
the  central  bank  can  usually  rely  on  attracting  gold 
from  abroad.  The  real  strain  on  the  gold  reserve  occurs 
when  there  is  a  simultaneous  movement  of  inflation  all 
over  the  world.  In  such  a  case  when  the  banks  find  that 
they  cannot  supply  enough  gold  to  support  the  credit 
money  which  they  have  created,  no  one  country  will 
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be  in  a  position  to  give  much  help  to  any  other.  The 
inflation  can  only  be  reduced  by  means  of  a  universal 
high  interest  rate,  which  will  curtail  loans  in  all  countries 
simultaneously. 

The  central  bank  system  prevails  throughout 
Europe.  It  is  not  necessary  to  examine  the  various 
forms  of  the  system  in  detail,  but  it  will  be  useful  to 
call  attention  to  the  salient  features  in  one  or  two  cases. 
In  France  (as,  indeed,  on  the  Continent  generally)  the 
use  of  cheques  is  much  less  common  than  in  England, 
and  the  note-issue  of  the  Bank  of  France  is  an  impor- 
tant source  of  the  creation  of  credit  money.  The 
liability  of  a  bank  to  pay  legal  tender  money  on  demand 
is  in  principle  the  same  from  the  point  of  view  of  the 
money  market,  whether  the  credit  money  represented 
by  that  liability  is  transferable  by  cheque  or  by  bank- 
note. But  as  was  shown  in  the  preceding  chapters, 
there  are  some  important  differences.  For  example, 
the  notes  of  the  Bank  of  France  are  legal  tender.  Con- 
sequently they  are  not  strictly  u  credit "  money,  i.e. 
though  the  note  entitles  the  holder  to  receive  coin  on 
demand,  the  note  itself  is  just  as  good  for  purposes  of 
internal  circulation  as  the  coin.  The  Bank  of  France, 
however,  maintains  a  gigantic  reserve — probably  a  far 
greater  reserve  than  would  be  necessary  to  maintain 
the  convertibility  of  the  notes  even  if  they  were  not 
legal  tender.  And,  as  a  matter  of  fact,  the  notes  are 
not  really  convertible  into  gold  at  all,  but  into  coin. 
Formerly  the  French  coinage  was  bimetallic.  Gold  and 
silver  circulated  together,  both  being  unlimited  legal 
tender  and  both  being  subject  to  free  coinage.  The 
ratio  between  them  for  the  purposes  of  currency 
corresponds  closely  with  the  ratio  between  the  values 
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of  the  two  metals  in  the  open  market.  But  when 
the  rapid  depreciation  of  silver  in  terms  of  gold 
began  about  forty  years  ago,  this  equilibrium  was 
upset.  The  ratio  established  for  the  French  coinage 
represented  a  serious  and  growing  overvaluation  of 
silver  in  terms  of  gold  and  undervaluation  of  gold  in 
terms  of  silver.  The  consequent  tendency  for  silver  to 
displace  gold  drove  the  French  Government  to  suspend 
the  free  coinage  of  silver  altogether,  in  order  to  save 
their  currency  from  becoming  one  of  silver  only  to  the 
entire  exclusion  of  gold.  Since  then  all  fresh  coinage 
(except  for  small  change  of  limited  legal  tender)  has 
been  of  gold  ;  but  nevertheless  the  old  silver  five-franc 
pieces,  which  were  coined  as  unlimited  legal  tender 
under  the  former  regime,  still  remain  unlimited  legal 
tender,  although  their  intrinsic  value  has  fallen  to  less 
than  half  their  nominal  value.  A  portion  of  the  reserve 
of  the  Bank  of  France  is  composed  of  these  coins,  and 
as  its  notes  are  convertible  into  coin,  and  not,  as  of 
right,  into  gold  coin,  the  Bank  can  always  redeem  its  notes 
if  it  chooses  with  silver  five-franc  pieces,  which  are  of  no 
use  for  international  purposes  except  within  the  "  Latin 
Union."  It  is  not  the  actual  practice  of  the  Bank  to 
exercise  this  option  in  such  a  way  as  to  drive  its  notes 
to  a  discount.  Indeed,  the  notes  are  circulating  side  by 
side  with  gold  coins,  and  the  legal  tender  laws  preserve 
their  equality.  No  one  ever  need  present  notes  in 
order  to  obtain  gold  for  any  purpose  except  export.  If 
in  such  circumstances  the  Bank  of  France  cashes  the 
notes  in  silver,  the  demand  for  gold  can  still  be  met 
from  the  gold  coin  in  circulation.  But  to  collect  this 
for  export  will  be  a  task  involving  delay  and  expense. 
Thus  the  Bank  as  the  holder  of  the  only  reserve  out  of 
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which  gold  can  be  readily  obtained  in  large  quantities 
is  in  a  position  to  exercise  a  very  powerful  check  upon 
the  export  of  gold.  The  result  is  that  France  is  less 
exposed  than  other  great  commercial  nations  to  the 
influence  of  trade  fluctuations  which  start  elsewhere. 
The  Bank's  discretion  to  refuse  to  part  with  its  gold 
acts  as  a  barrier  against  foreign  monetary  disturbances, 
in  the  same  way  as  an  inconvertible  paper  currency, 
though  with  less  effect,  since  the  Bank  of  France 
scrupulously  maintains  the  parity  between  notes  and 
gold. 

Since  the  notes  are  legal  tender  and  there  is  no  hard- 
and-fast  limit,  such  as  is  enforced  in  England,  upon  the 
amount  issued  otherwise  than  against  gold,1  the  Bank 
of  France  must  be  regarded  as  possessing  in  some  degree 
the  power  of  creating  money,  not  merely  in  the  broad 
sense  of  credit  money,  but  in  the  strict  and  narrow 
sense  of  legal  tender  money,  which  is  as  good  as  coin  of 
the  Republic.  When  credit  money  has  been  created 
and  legal  tender  money  is  needed  by  the  depositors  for 
payment  of  wages  and  similar  purposes,  the  Bank  can 
supply  their  needs  by  the  simple  mechanism  of  the 
printing  press.  But  if  it  issues  legal  tender  notes  in  this 
way  the  amount  of  legal  tender  money  in  the  country 
is  thereby  increased  ;  there  will  ensue  the  stimulus  to 
trade  and  the  rise  of  prices  by  which  an  inflation  of  the 
currency  is  accompanied  ;  and,  as  we  have  seen  in 
Chapter  IX,  the  rate  of  exchange  will  move  towards 
the  export  specie  point.  In  other  words,  France  being 
filled  up  with  currency,  the  money  will  tend  to  over- 

1  There  is  a  maximum  limit  upon  the  total  note-issue.  But  the  issue 
does  not  ordinarily  approach  very  near  to  this  limit,  and  when  it  shows 
signs  of  doing  so  the  limit  is  usually  extended  by  amending  legislation. 
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flow  into  the  neighbouring  countries.  Of  course,  only 
the  gold  can  be  exported,  but  if  gold  cannot  be  ob- 
tained the  notes  will  ultimately  fall  to  a  discount,  and 
so  the  Bank  must  be  prepared  to  part  with  gold  as  a 
last  resort.  It  can  keep  its  gold,  however,  by  raising 
the  rate  of  interest.  By  that  means  it  will  attract 
loans  from  abroad,  and  so  (see  Chapter  IX)  will  drive 
the  rate  of  exchange  back  from  the  export  specie  point. 

But  this  measure,  while  attracting  foreign  lenders, 
will  discourage  the  domestic  borrower,  and  so  diminish 
the  amount  of  credit  money.  The  superfluous  notes 
will  no  longer  be  needed  for  circulation,  and  will  return 
to  the  Bank  of  France  in  repayment  of  loans  and  can- 
cellation of  credit  money.  Thus  so  long  as  the  parity 
between  notes  and  gold  is  to  be  maintained  the  action 
of  the  Bank  of  France  is  governed  by  very  nearly  the 
same  principles  as  that  of  the  Bank  of  England.  The 
most  important  difference  is  that,  as  no  one  can  claim 
gold  as  of  right  from  the  Bank  of  France,  it  need  not 
be  so  prompt  as  the  Bank  of  England  to  adjust  the  rate 
of  interest,  and  the  rate  of  interest  is  therefore  less 
sensitive  in  France  than  in  England. 

As  a  matter  of  fact,  however,  this  is  not  the  only 
method  open  to  a  central  bank  or  Government  which 
is  responsible  for  maintaining  the  parity  of  a  legal 
tender  note-issue.  The  essential  condition  of  maintain- 
ing parity  is  that,  in  the  event  of  a  redundancy  of 
currency  occurring,  it  will  be  possible  promptly  to 
withdraw  a  sufficient  portion  of  the  notes  from  circula- 
tion to  relieve  the  redundancy.  The  raising  of  the  rate 
of  interest  accomplishes  this  by  discouraging  borrowing. 
The  same  end  could  be  brought  about  by  borrowing  a 
sum  of  money  in  the  open  market  and  cancelling  the 
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notes  received.  A  third  method  has  been  devised,  and 
is  in  successful  operation  in  India,  Austria-Hungary, 
and  other  countries.  This  method  is  based  on  the  fact 
that  a  redundancy  or  scarcity  of  currency  in  any 
country  makes  itself  felt  in  the  rates  of  exchange  on 
foreign  countries.  The  Indian  currency  is  composed 
mainly  of  overvalued  silver  rupees  and  notes  convertible 
only  into  these  coins  and  not  into  gold.  The  Indian 
Government  does  not  attempt  like  France  to  keep  a 
gold  reserve  on  a  large  scale  to  secure  the  practical 
convertibility  and  consequently  the  parity  of  the 
rupee.  It  is  always  receiving  rupees  in  India,  and  has 
to  make  large  remittances  to  London,  where  it  holds 
a  large  fund  of  money  and  readily  marketable  securities, 
to  meet  its  expenditure  in  England.  If  the  rupee  shows 
signs  of  depreciating,  or,  in  other  words,  if  the  rate  of 
exchange  tends  towards  the  point  at  which,  if  the  rupee 
were  gold,  gold  would  be  exported  from  India,  then  the 
Indian  Government  simply  diminishes  these  remit- 
tances. The  rupees  which  begin  to  accumulate  in  India 
are  withheld  from  circulation,  and  its  payments  are 
made  in  England  out  of  the  funds  held  in  London.  If 
this  expedient  is  insufficient,  the  Government  sells  bills 
on  London  in  India  and  retains  the  rupees  received  for 
them.  In  the  contrary  case  when  the  rate  of  exchange 
is  approaching  the  import  specie  point,  showing  that 
there  is  a  scarcity  of  currency,  the  exchange  operations 
are  increased,  more  rupees  go  into  circulation  in  India, 
and  the  additional  money  received  in  London  is  in- 
vested, or  lent  out  at  call,  and  added  to  the  fund  or 
reserve  held  there.  The  effect  of  this  system  is  that 
currency  conditions  in  India  tend  to  be  an  exact  image 
of  those  in  England,  and  as  there  is  a  free  market  for 
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gold  in  England,  Indian  trade  is  subject  to  much  the 
same  fluctuations  as  if  there  were  a  free  market  for 
gold  in  India. 

In  Austria-Hungary  the  maintenance  of  the  gold- 
value  of  the  paper  currency  is  less  completely  dependent 
on  the  regulation  of  the  foreign  exchanges  in  this  way 
than  in  India,  for  there  is  a  large  gold  reserve  which  by 
itself  would  be  sufficient  to  secure  the  convertibility  of 
the  notes. 

One  other  central  banking  system  calls  for  mention, 
that  of  Germany.  The  enactments  regulating  the 
Reichsbank  contain  a  special  feature  which  was  sug- 
gested by  the  experience  of  the  Bank  of  England  in 
financial  crises  after  the  Bank  Act  of  1844,  under  which 
it  still  works.  As  already  explained,  the  Bank  of  Eng- 
land is  permitted  to  issue  notes  against  securities  to 
a  total  value  of  some  £18,000,000,  but  is  compelled  to 
hold  in  reserve  the  full  value  in  gold  of  any  notes 
issued  in  excess  of  that  sum.  So  long  as  this  limitation 
is  observed  the  additional  notes  are  practically  gold 
certificates.  In  times  of  crisis,  however,  when  more 
credit  money  had  been  created  than  the  supply  of 
legal  tender  money  regulated  on  this  basis  would  sup- 
port, the  Executive  Government  more  than  once  gave 
authority  to  the  Bank  to  increase  the  supply  of  legal 
tender  money  by  issuing  notes  in  contravention  of  the 
law  and  undertook  to  obtain  from  Parliament  the 
necessary  legislation  to  legalise  this  step.  It  was 
recognised  that  this  was  a  valuable  resource  in  the 
exceptional  strain  of  a  crisis,  but  it  was  open  to  the 
grave  objection  that  it  involved  an  illegality  which 
could  only  be  corrected  ex  post  facto.  In  the  constitution 
of  the  German  Bank,  in  order  to  retain  the  advantages 
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of  the  system  without  this  defect,  it  was  provided  that 
ordinarily  notes  should  not  be  issued  in  excess  of  a 
fixed   limit,  called  the  "  Contingent,"   except  against 
their  full  value  in  coin  or  bullion,  but  the  Reichsbank 
was  given  power  to  issue  in  excess  of  that  limit  on  pay- 
ment of  a  special  tax  of  5  per  cent  on  the  value  of  the 
notes  so  issued.    Thus  it  is  not  profitable  to  issue  notes 
in  excess  of  the  Contingent,  otherwise  than  on  a  "  gold 
certificate  "   basis,  unless  the  rate  of  interest  exceeds 
5  per  cent  and  covers  the  tax.     It  was  intended  that 
this  arrangement  should  be  practically  automatic  :  that 
the  high  rate  of  interest  which  represents  a  demand 
for  currency  should  itself  lead  the  Reichsbank  to  issue 
additional  notes,  which  would  be  rapidly  withdrawn 
again  from  circulation  on  the  demand  slackening.     In 
practice,   however,   the  Reichsbank  finds  it  desirable 
to  exercise  considerable  discretion  in  the  issue  of  excess 
notes,  and  to  determine  its  action  with  a  view  to  the 
public   interest   rather   than   according   to   immediate 
profit  and  loss.     In  fact,  there  is  a  palpable  fallacy  in 
the  automatic  theory,  since  the  mere  increase  in  the 
amount  of  legal  tender  money  tends  to  make  business 
more  profitable  and  so  to  raise  the  rate  of  interest.    A 
high  rate  of   interest   may   therefore    mean   that   the 
supply  of  money,  so  far  from  being  insufficient,  is  grow- 
ing too   fast.     The   note-issue   of  the   Reichsbank  is 
limited,  apart  from  the  regulation  respecting  the  Con- 
tingent, to  three  times  its  reserve,  and  consequently 
the    Bank    really    depends    like    other    central    banks 
mainly  on  raising  the  rate  of  interest  above  the  "  profit 
rate  "  to  check  inflation. 

Without    stopping    further    to    examine    the    many 
varieties  of  banking  institutions  based  on  the  central 
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bank  system,  it  is  necessary  to  refer  briefly  to  the  bank- 
ing and  currency  institutions  of  the  United  States, 
which  play  a  very  important  part  in  the  finance  of  the 
world.  The  banking  system  of  the  United  States  is 
very  complicated,  partly  because  banking  is  a  matter 
subject  to  the  concurrent  jurisdiction  of  the  Federal 
and  State  legislatures,  partly  because  the  Federal  law 
on  the  subject  is  itself  very  elaborate.  The  right  of  note- 
issue  (otherwise  than  by  the  Government)  is  confined 
to  the  banks  chartered  under  the  Federal  law,  which 
are  called  "  National  Banks,"  but  as  the  National 
Banks  are  not  allowed  to  have  branches,  there  are 
multitudes,  literally  thousands,  of  separate  banks  all 
with  a  right  of  note-issue.  Nevertheless  so  far  as  the 
note-issue  is  concerned  the  position  is  not  very  different 
from  that  which  obtains  under  the  regime  of  a  central 
bank  with  a  monopoly  of  issue.  The  notes  are  subject 
to  a  Federal  tax,  and  as  the  entire  issue  of  every  bank 
has  to  be  covered  by  United  States  bonds  deposited 
with  the  Treasury,  which  are  forced  up  to  an  artificial 
price  in  consequence  of  the  demand  for  this  purpose, 
much  of  the  profit  goes  to  the  Federal  Government. 
The  notes  are  legal  tender,  and  their  convertibility  is 
absolutely  safeguarded  by  stringent  statutory  enact- 
ments. Consequently  they  circulate  alongside  the  other 
varieties  of  paper  money  (which  they  resemble  some- 
what in  appearance)  and  no  one  ever  considers  whether 
notes  which  pass  through  his  hands  are  bank-notes  or 
United  States  notes,  or  gold  certificates  or  silver  certifi- 
cates. From  the  point  of  view  of  the  creation  of  credit 
money  the  circulation  of  the  National  Banks  may  be 
ignored,  as  really  forming  part  of  the  currency  system, 
not  of  the  banking  system  of  the  country. 
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To  turn  to  the  banking  system  proper,  the  national 
banks  are  divided  into  three  classes  according  to  the 
places  in  which  they  are  situated.  New  York,  Chicago, 
and  St.  Louis  are  classed  as  Central  Reserve  Cities,  and 
a  number  of  other  large  towns  are  classed  as  Reserve 
Cities.  A  National  Bank  in  a  Central  Reserve  City  is 
required  to  keep  a  reserve  of  legal  tender  money  not 
less  than  25  per  cent  of  its  deposit  liabilities.  A 
National  Bank  in  a  Reserve  City  is  also  required  to  keep 
a  25  per  cent  reserve.  But  this  need  not  be  all  in  cash, 
for  it  may  deposit  half  of  it  with  a  National  Bank  in  a 
Central  Reserve  City.  And  a  bank  in  a  place  which 
is  not  even  a  Reserve  City  must  have  a  15  per  cent 
reserve,  but  may  deposit  three-fifths  of  this  with 
a  bank  in  a  Reserve  City.  Thus,  instead  of  there 
being  a  central  bank  with  which  the  other  banks 
deposit  their  reserves,  there  is  a  group  of  banks  in  New 
York  (and  less  important  groups  in  Chicago  and  St. 
Louis)  to  fulfil  that  function.  And  instead  of  the 
banking  in  the  smaller  towns  being  undertaken  by 
branches  of  the  larger  banks,  it  is  in  the  hands  of  small 
banks  which  depend  for  assistance  in  emergencies  on 
the  banks  in  the  Reserve  Cities,  which,  in  turn,  depend 
on  the  New  York  banks.  United  States  banking  has 
had  an  unfortunate  history,  and  the  system  above 
described  has  been  the  object  of  much  hostile  criticism. 
The  prevalent  opinion  in  financial  circles  is  that  a 
central  bank  ought  to  be  established,  which  should 
definitely  accept  the  responsibility  of  protecting  the 
national  stock  of  gold  by  making  timely  adjustments 
in  the  rate  of  interest.  No  system  of  statutory  bank 
reserves  can  possibly  be  as  efficient  as  the  exercise  of  an 
expert  discretion.  Indeed,  the  statutory  reserves  en- 
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forced  in  the  United  States  have  been  found  to  be  an 
illusory  safeguard  in  times  of  crisis.  If  a  sudden  de- 
mand for  legal  tender  money  reduces  some  of  the  re- 
serves below  the  statutory  limits,  the  banks  which  are 
placed  in  this  position  are  precluded  from  lending  any 
more  money  until  they  have  restored  themselves  to  a 
legal  footing.  In  the  last  resort,  no  doubt,  the  law  is 
broken  wholesale,  and  broken  with  impunity.  But  even 
so  the  distribution  of  the  reserves  of  cash  among  thou- 
sands of  banks  is  a  serious  source  of  weakness. 

Another  defect  in  the  system  is  that  the  existence 
of  a  large  number  of  mutually  independent  banks  is 
bound  to  lead  to  much  imprudent  banking.  A  large 
bank  with  many  branches  will  take  care  that  its  local 
managers  do  not  take  up  any  unsound  business.  It 
will  have  an  expert  staff  with  a  vast  fund  of  banking 
experience,  and  will  be  anxious,  above  all  things,  not 
to  risk  its  established  position.  A  small  local  bank  is 
much  more  likely  to  be  led  away  by  the  attractions  of 
speculative  enterprise,  and  indirect  control  by  some 
larger  financial  organisation  is  by  no  means  a  restraining 
influence.  Imprudent  banking  is  profitable,  and  in  that 
simple  fact  lies  the  explanation  of  many  financial 
crises. 

For  historical  reasons  the  United  States  currency 
system,  like  the  banking  system,  is  an  accumulation  of 
picturesque  survivals  unillumined  by  any  intelligible 
theory.  A  nucleus  of  inconvertible  paper,  or  "green- 
backs," subsequently  made  convertible,  dates  back  to 
the  time  of  the  Civil  War.  Approximately  contemporary 
with  this  issue  is  the  note-issue  of  the  National  Banks. 
So  long  as  the  standard  of  value  was  the  paper  dollar, 
which,  having  been  overissued,  was  inconvertible  and 
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at  a  discount,  the  National  Bank  notes  were  convertible 
into  legal  tender  paper  and  practically  not  into  metal. 
With  the  resumption  of  specie  payments  in  1878,  the 
paper  dollar  reverted  to  its  full  gold  value.  In  the 
interval  the  free  coinage  and  even  the  unlimited  legal 
tender  character  of  the  silver  dollar  had  been  abandoned, 
and,  as  in  Europe,  the  coinage  had  passed  on  to  simple 
gold  basis.  There  was  political  opposition,  however, 
to  this  change,  and  though  the  free  coinage  of  silver 
was  not  restored,  the  silver  dollar  was  again  made  un- 
limited legal  tender,  and  a  certain  prescribed  amount 
of  silver  was  required  to  be  coined  every  year.  Thus 
after  1878  the  currency  included  Government  notes, 
National  Bank  notes,  gold  and  silver.  And,  as  the 
public  were  accustomed  to  handle  paper  rather  than 
metal,  the  gold  and  silver  dollars  were  for  the  most 
part  represented  for  the  purposes  of  circulation  by 
gold  certificates  and  silver  certificates,  the  coins  being 
held  in  reserve  by  the  Government  to  the  full  value  of 
the  certificates  issued.  The  annual  coinages  of  silver 
continued  until  1893,  when  the  consequent  inflation  of 
the  currency  was  found  to  be  threatening  the  converti- 
bility of  the  greenback  into  gold,  and  the  coinage  of 
silver  remained  an  acute  political  question  till  1900. 
Since  that  date,  however,  the  currency  of  the  United 
States  has  been  placed  definitely  on  a  gold  basis,  and 
the  obligation  of  converting  all  paper,  including  silver 
certificates,  into  gold  on  demand  has  been  placed  on 
the  Treasury.  Since  new  greenbacks  are  not  issued, 
while  silver  is  only  coined  for  the  purposes  of  a  sub- 
sidiary currency  and  the  circulation  of  the  National 
Banks  is  limited  by  their  holdings  of  United  States 
bonds,  the  elasticity  of  the  currency  is  really  provided 
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for  only  by  the  coinage  of  gold  or  the  issue  of  gold  certifi- 
cates on  the  deposit  of  gold  bullion.  With  all  its 
complications  the  United  States  currency  does  not  at 
the  present  time  differ  very  much  from  the  system  in 
force  in  England,  except  that  the  volume  of  notes  against 
which  no  gold  is  held,  including  $200,000,000  out  of 
the  $350,000,000  of  greenbacks,  and  practically  all 
the  National  Bank  circulation  and  silver  certificates, 
is  enormously  greater  and  is  not  absolutely  fixed  in 
amount. 


XIV 

THE   GENESIS   OF   A  FLUCTUATION 

THE  last  two  chapters  have  been  chiefly  taken  up  with 
facts.  The  review  of  these  facts  is  a  necessary  pre- 
liminary to  the  transfer  of  our  investigation  from  a 
hypothetical  to  the  actual  world.  For  though  we  have 
demonstrated  that,  with  the  assumptions  made,  the 
consequences  of  a  monetary  disturbance  exhibit  a 
remarkable  correspondence  with  the  known  character- 
istics of  a  trade  fluctuation,  it  is  only  when  all  artificial 
assumptions  are  abandoned  and  the  argument  is 
applied  to  actual  conditions  that  this  correspondence 
can  acquire  the  force  of  an  inductive  proof. 

In  the  present  and  two  following  chapters  I  propose 
to  describe  how  fluctuations  actually  occur.  In  all  the 
cases  dealt  with  in  Chapters  V,  VI,  VIII,  and  IX  a 
sudden  isolated  contraction  or  expansion  of  the  currency 
was  assumed  to  supervene  upon  a  perfectly  stable 
economic  condition,  and  the  effects  of  the  disturbance 
were  followed  out  up  to  the  attainment  of  a  new  state 
of  equilibrium  under  the  altered  conditions.  But  in 
practice  the  influences  which  produce  fluctuations  are 
not  sudden,  but  gradual ;  they  are  continuous,  not  dis- 
continuous. Nor  can  we  postulate  an  initial  condition 
of  stability.  Trade  is  never  normal ;  in  times  of 
average  prosperity  it  is  always  on  either  the  upward  or 
the  downward  path  ;  when  it  ceases  to  improve  it  is 
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on  the  verge  of  collapse,  when  it  ceases  to  slacken  it  is 
beginning  to  recover.  But  in  order  to  trace  the  history 
of  a  fluctuation  it  is  necessary  to  begin  somewhere,  and 
perhaps  the  best  stage  to  take  as  a  beginning  is  the 
moment  at  which  a  state  of  inflation  collapses,  and  a 
period  of  declining  trade  is  entered  upon.  At  such  a 
time  the  hasty  and  even  panic-stricken  efforts  of  the 
bankers  to  restrain  the  creation  of  credit  money,  and 
so  to  return  to  a  position  of  safety,  approximate  very 
closely  to  the  discontinuous  disturbances  which  we  have 
already  studied. 

Suppose,  then,  that  a  state  of  inflation  exists.  It 
need  not  be  assumed  to  exist  everywhere,  nor  yet  need 
it  be  confined  to  one  country.  It  may  exist  in  a  more  or 
less  pronounced  degree  in  several  countries,  while 
others  may  be  almost  entirely  free  from  the  taint. 
It  must  next  be  supposed  that  something  occurs  to 
make  the  banking  community  reconsider  their  position 
in  one  of  the  countries  where  there  is  inflation,  that  is 
to  say,  where  the  amount  of  credit  money  has  out- 
stripped the  prudent  proportion  to  the  supply  of  legal 
tender  money.  This  occurrence  would  probably  take 
the  form  of  a  signal  of  distress  from  one  of  the  weaker 
banks.  Such  a  bank,  having  been  tempted  by  the 
high  profits  which  accompany  the  process  of  inflation 
to  lend  too  freely,  will  have  found  that  some  of  the 
enterprises  to  which  it  has  been  lending  need  more 
money  to  carry  them  through  than  it  can  provide  out 
of  its  own  resources.  The  natural  course  is  to  borrow 
from  its  neighbours.  At  a  time  when  they  have  a 
margin  of  cash  over  and  above  the  reserves  they  think 
necessary  they  will  lend  readily.  But  we  are  supposing 
that  a  state  of  inflation  already  exists,  so  that  they 
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will  have  no  such  margin.  They  can  only  afford  to  lend 
if  the  rate  of  interest  is  put  up.  By  that  measure  they 
can  reduce  the  inflation  and  attract  gold  from  abroad. 
But  of  foreign  countries  some  are  likewise  suffering 
from  inflated  credit  money  and  the  others  presumably 
have  not  gold  actually  to  spare.  They  must  all  raise 
their  rates  of  interest  to  protect  their  gold  and  so  the 
process  of  reducing  inflation  begins.  This  raising  of  the 
rate  of  interest  amounts  practically  to  an  intimation 
to  all  the  banks  which  have  been  sailing  near  the  wind 
that  they  cannot  count  on  being  able  to  borrow  readily 
in  an  emergency.  From  this  point  there  starts  a  sys- 
tematic endeavour  of  the  banks  in  all  the  centres  of 
inflation  to  reduce  credit  money.  Except  that  there 
are  many  such  centres,  the  resulting  phenomena  cor- 
respond very  closely  with  those  which  were  shown  in 
Chapter  IX  to  follow  from  an  arbitrary  contraction  of 
the  currency  in  one  country.  The  tendency  of  gold  to 
flow  from  all  quarters  towards  the  centres  of  disturbance 
until  their  shortage  of  money  is  made  up  at  the  expense 
of  the  rest  of  the  world  has  already  been  described  in 
that  chapter.  The  gold  is  attracted  partly  by  the 
actual  shortage  which  itself  moves  the  rate  of  exchange 
toward  the  import  specie  point  (as  was  made  clear  in 
the  example  of  the  cisterns  in  Chapter  IX),  partly  by 
the  high  rate  of  interest.  The  former  is  really  the  more 
potent  influence  of  the  two.  The  high  rate  of  interest  is 
essentially  a  temporary  condition,  for  it  is  not  only 
attracting  gold  from  abroad,  but  is  at  the  same  time 
discouraging  the  creation  of  credit  money.  When  the 
excess  of  credit  money  has  been  relieved  the  rate  of 
interest  will  revert  of  course  to  the  profit  rate,  but 
equilibrium  cannot  be  completely  restored  until  the 
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shortage  of  money  has  been  made  up.  The  difference 
of  level  in  the  cisterns  must  be  reduced  until  the  differ- 
ence of  pressure  is  no  longer  sufficient  to  keep  the 
valves  open.  Further,  the  effectiveness  of  the  high  rate 
of  interest  in  attracting  gold  must  not  be  exaggerated. 
It  is  rare  for  a  difference  as  great  as  3  per  cent  to  exist 
between  the  rates  prevailing  in  two  great  financial 
centres.  But  even  a  difference  of  3  per  cent  over  a 
period  of  two  months  would  only  cover  a  loss  by 
exchange  of  J  per  cent  on  the  capital  involved. 

For  example,  suppose  that  the  rate  of  interest  for  two 
months  bills  is  3  per  cent  per  annum  in  London  and 
6  per  cent  in  New  York.  If  the  rate  of  exchange  for 
telegraphic  transfers  were  at  par — say,  $4'86|  to  £l — 
then  a  man  with  £10,000  to  his  credit  in  London  which 
he  wants  to  lend  for  two  months  could  obtain  in  place 
of  that  sum  $48,650  in  New  York.  If  he  lends  it  in 
London  he  will  get  interest  to  the  amount  of  £50,  being 
3  per  cent  per  annum  for  two  months  on  £10,000.  If 
he  obtains  the  dollars  to  lend  in  New  York  he  will 
receive  $486*50  as  interest,  and  if  the  rate  of  exchange 
is  still  at  par  he  can  get  back  the  £10,000  for  his  capital 
and  £100  instead  of  £50  for  his  interest.  But  if,  apart 
from  the  influence  of  the  high  rate  of  interest  at  New 
York,  the  rate  of  exchange  would  be  at  par  (i.e.  if  the 
English  cistern  and  the  United  States  cistern  are  both 
full  up  to  the  same  level),  then  the  actual  rate  of 
exchange  will  be  displaced  from  parity  by  that  influence. 
So  considerable  a  difference  in  the  rate  of  interest  cannot 
continue  indefinitely.  Assume  that  it  is  not  expected 
to  continue  beyond  two  months,  and  that  for  some  time 
afterwards  the  rate  of  interest  in  London  and  New 
York  alike  is  expected  to  be  8  per  cent.  These  expecta- 
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tions  will  be  reflected  in  the  rates  for  other  bills,  which 
should  be  approximately  as  follows  : — 

London  New  York 

Two  months     3  per  cent  . .  6  per  cent 

Three  months 3  per  cent  . .  5  per  cent 

Four  months    3  per  cent  . .  4  J  per  cent 

Six  months     3  per  cent  . .  4  per  cent 

With  these  rates  the  actual  difference  of  interest  on 
£10,000  would  be  precisely  £50,  whether  it  is  lent  for 
two,  three,  four,  or  six  months. 

This  difference  would  just  be  counteracted  by  an 
adjustment  of  J  per  cent  in  the  rate  of  exchange.  If  the 
rate  of  exchange  were  4*84  at  the  beginning  of  the 
period,  it  would  be  expected  to  rise  to  par  or  4*86|  at 
the  end  of  two  months,  along  with  the  drop  expected 
to  occur  at  that  time  in  the  rate  of  interest  in  New 
York.  The  following  table  compares  the  net  result  of 
lending  £10,000  in  London  or  New  York  : — 


Interest  on    Interest  on 

Interest  and 

Equivalent 

•vr/sf 

£10,000         $48,400  in 
In  London      New  York 

Principal  in 
New  York 

in  London 
at  4-8«| 

JN  6u 

profit 

2  months  ... 

£50    ... 

$484    ... 

$48,884    ... 

£10,048  2s. 

...     £48  2s. 

3  months  ... 

£75    ... 

$605    ... 

$49,005    ... 

£10,073 

...     £73 

4  months  .  .  . 

£100    ... 

$726    ... 

$49,126    ... 

£10,097  17s. 

...     £97  17s. 

6  months  ... 

£150    ... 

$968    ... 

$49,368    ... 

£10,147  11s. 

...  £147  11s. 

Thus  it  is  just  not  worth  while  to  lend  in  New  York  in 
spite  of  the  6  per  cent  obtainable  there,  and  the  rate  of 
exchange  of  4' 84,  as  a  matter  of  fact,  would  barely  be 
low  enough  to  attract  gold.  It  is  clear,  then,  that  in 
order  to  bring  in  gold  a  high  rate  of  interest  must  be 
fairly  prolonged.  In  practice  the  great  central  banks 
know  when  they  are  short  of  gold,  and  instead  of 
relying  on  the  rate  of  interest  to  attract  it,  they  often 
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arrange  privately  with  one  another  for  such  movements 
of  gold  as  appear  expedient.  It  is  sometimes  found  that 
gold  is  sent  to  a  place  where  the  exchanges  are  still  far 
from  the  specie  point,  or,  to  return  to  our  illustration  of 
the  cisterns,  it  is  sometimes  convenient  to  transfer 
water  in  a  bucket  instead  of  awaiting  the  automatic 
action  of  the  valves.  This  is  particularly  the  case 
with  the  Bank  of  France,  which  can  defend  its  gold 
from  attack  under  a  rampart  of  overvalued  five-franc 
pieces,  but  which  is  unwilling  to  push  its  use  of  this 
defence  so  far  as  to  drive  its  notes  to  a  discount.  But 
quite  apart  from  this  resource  it  can  choose  its  own 
moment  for  sending  gold  to  London,  which  is  the 
entrepot  for  supplying  the  needs  of  the  world,  and  the 
knowledge  that  it  will  do  so  prevents  other  people 
from  speculating  in  the  export  of  gold.  If  the  Paris 
exchange  on  London  goes  up  to  the  export  specie  point, 
any  one  in  Paris  who  has  a  considerable  quantity  of  gold 
can  send  it  to  London  without  loss,  but  if  the  Bank  of 
France  is  also  going  to  send  gold,  the  exchanges  may 
have  gone  back  to  par  in  a  few  days.  In  that  case  it 
would  have  been  more  advantageous  to  wait  and  save 
the  cost  of  freight  by  using  the  machinery  of  the 
exchange.  This  advantage  in  controlling  gold  move- 
ments is  open  to  any  central  bank  which  possesses  the 
only  large  stock  of  gold  to  be  found  in  the  country  in 
which  it  is  situated,  and  consequently  in  practice  the 
theory  of  the  specie  points  is  often  found  to  be  quite 
at  fault. 

In  the  case  of  India  and  other  countries  where,  as 
explained  in  the  last  chapter,  the  gold  value  of  the 
currency  is  maintained  by  a  regulation  of  the  foreign 
exchanges,  there  will  be  no  export  or  import  of  gold, 
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but  there  will  be  a  contraction  of  the  currency  or  of 
credit  money  or  both,  in  sympathy  with  the  con- 
traction occurring  in  the  gold-using  countries.  It 
should  be  observed  that  under  the  Indian  system  an 
excessive  creation  of  credit  money  in  comparison  with 
the  amount  of  currency  in  circulation  will  tend  to 
depreciate  the  exchange  value  of  the  rupee  and  to 
occasion  a  withdrawal  of  rupees  from  circulation  in  the 
manner  described  in  the  last  chapter  (page  167).  The 
rate  of  exchange  depends  on  the  total  supply  of  money 
including  credit  money,  and  not  on  the  supply  of  legal 
tender  money  or  currency  only.  Again,  if,  as  we  are 
now  supposing,  steps  are  taken  in  Europe  to  reduce 
the  amount  of  credit  money,  and  the  consequent  rise  in 
the  value  of  gold  necessitates  a  withdrawal  of  rupees, 
the  proportion  of  rupees  to  credit  money  in  India  will 
be  diminished  and  the  amount  of  credit  money  will  have 
to  be  reduced  by  an  increase  in  the  rate  of  interest 
there  also. 

Of  all  these  various  proceedings  London  is  the  centre. 
In  a  time  of  emergency  (and  indeed  at  all  times)  it  is 
desirable  that  the  business  of  distributing  the  supply 
of  gold  be  centralised,  and  the  centre  relied  on  for  this 
purpose  is  London.  For  this  choice  there  are  several 
reasons,  historical  and  geographical,  but  perhaps  the 
most  important  qualification  of  London  for  the  purpose 
is  to  be  found  in  the  practice  of  the  Bank  of  England  to 
maintain  a  "  free  "  market  for  gold.  The  Bank  under- 
takes to  honour  all  demands  upon  it  in  gold,  and  gold 
flows  in  without  restraint  because  every  one  knows  that 
it  will  flow  out  again  without  stint.  Nothing  deters 
people  so  much  from  entrusting  money  or  anything 
else  to  any  agency  or  institution  as  the  fear  that  they 
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cannot  freely  get  it  back  again  when  they  want  it. 
Thus  the  Bank  of  England  can  collect  any  amount  of 
gold  at  any  time  by  merely  offering  a  high  price  for  it 
in  the  form  of  a  high  rate  of  interest. 

Until,  then,  the  shortage  of  money  which  we  have 
supposed  to  have  occurred  is  made  up,  gold  will  flow 
from  all  over  the  world  (probably  through  London)  to 
the  points  of  shortage.  Presently  the  exchanges  will 
show  the  effect  of  the  movement  of  gold  ;  it  will  cease 
to  be  profitable  to  send  it  from  most  countries.  But 
though  the  stream  of  gold  is  no  longer  in  spate  there 
will  still  remain  the  usual  flow  from  the  gold-mining 
countries,  and  that  flow  will  be  directed  to  the 
countries  where  the  shortage  of  currency  occurred  so 
long  as  the  rates  of  exchange  differ  materially  from 
parity. 

From  the  time  when  the  rise  in  the  rate  of  interest 
occurred  the  phenomena  already  shown  to  be  character- 
istic of  a  depression  will  have  appeared.  As  the  shortage 
of  money  comes  to  be  distributed  over  the  whole  gold- 
using  world,  the  restriction  of  business,  the  contraction 
of  profits,  the  diminution  of  employment,  and  the  fall 
of  prices  are  similarly  distributed. 

There  is  no  need  to  repeat  here  the  description  of 
these  processes  which  has  already  been  given  in 
Chapters  VI  and  IX.  We  are  now  concerned  not  with 
the  direct  consequences  of  a  given  monetary  disturbance, 
but  with  the  influences  at  work  to  modify  and,  perhaps 
in  the  end,  to  counteract  those  consequences.  In 
particular  are  we  to  regard  the  tendency  towards 
renewed  inflation  which  experience  teaches  us  to 
expect  after  a  period  of  depression  as  a  fortuitous 
disturbance  which  may  come  sooner  or  later,  or  as  a 
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reaction  the  seeds  of  which  are  already  sown  ?  To  put 
the  same  problem  in  another  form,  when  the  position 
of  equilibrium  which  should  follow  a  disturbance 
according  to  the  theory  in  Chapter  VI  is  attained,  is 
there  any  reason,  apart  from  visible  causes  of  renewed 
disturbance,  why  that  equilibrium  should  not  continue  ? 
It  is  very  commonly  held  that  the  causes  of  the  further 
departure  from  the  equilibrium  position,  which  experi- 
ence leads  us  to  expect,  are  psychological,  The  recovery 
of  equilibrium  after  depression  is  a  process  which  might 
be  expected  to  encourage  optimism,  and  it  is  easy  to  say 
that,  once  a  state  of  optimism  has  been  engendered, 
Vappltit  vient  en  mangeant,  every  one  will  grow  more 
confident  as  he  learns  his  neighbours'  confidence,  and 
the  general  expectation  of  prosperity  will  lead  on  to 
another  period  of  inflation. 

This  view  is  not  without  plausibility,  and  no  doubt 
there  is  a  quality  of  human  nature  which  makes  hope 
and  fear  contagious,  and  which  may  be  as  potent  in  a 
market  as  in  an  army.  At  the  same  time  trade  move- 
ments are  characterised  by  an  inflexible  persistence 
which  calls  for  some  deeper  explanation  than  this.  A 
revival  of  trade  will  pursue  its  way  undeterred  through 
obstacles  which  might  well  be  expected  to  dissipate 
every  vestige  of  optimism  which  may  have  helped  it 
on  its  way.  Strikes,  wars,  bad  harvests,  and  earth- 
quakes seem  powerless  to  interfere  with  its  even 
progress,  or,  at  any  rate,  to  do  more  than  interrupt  it 
for  a  moment.  It  survives  false  alarms  of  collapse  no 
less  than  substantial  calamities.  Then,  often  almost 
without  warning,  a  turning-point  is  reached  and  it  is 
found  that  the  ebb  of  trade,  like  its  flow,  cannot  be 
stopped  and  can  hardly  be  hastened  or  impeded.  If 
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the  causes  of  fluctuations  were  merely,  or  even  chiefly, 
psychological  this  would  be  impossible. 

And  we  have  already  seen  some  forces  at  work  which 
will  help  to  explain  them  otherwise.  We  are  supposing 
that  the  sequence  of  events  described  in  Chapter  VI  is 
occurring  practically  throughout  the  world.  The  gold 
movements  which  formed  the  subject  of  Chapter  IX 
are  completed  ;  the  plethora  of  credit  money  has  been 
relieved  ;  the  reserves  of  the  banks  have  been  restored. 
There  remains  the  final  stage  in  which  there  will  be  no 
further  reduction  in  the  stock  of  credit  money,  but  the 
full  output  of  industry  will  gradually  be  resumed  as 
wages  and  prices  fall.  This  at  least  is  what  we  ended 
with  in  Chapter  VI.  And  no  doubt,  having  started 
with  the  wholly  chimerical  assumption  of  a  community 
continuing  indefinitely  in  perfect  economic  equilibrium, 
it  was  legitimate  to  assume  that,  after  the  necessary 
adjustments  called  for  by  a  disturbance  of  equilibrium 
have  been  completed,  the  banks  would  be  able  to  regain 
an  economic  equilibrium  as  placid  and  unruffled  as 
before.  But  now  we  have  abandoned  all  such  artificial 
assumptions,  and  we  must  face  the  practical  difficulties 
which  will  lie  in  the  way  of  an  establishment  of  stable 
conditions. 

It  will  be  remembered  that  the  portion  of  the 
economic  organisation  of  Society  which  is  most  sensi- 
tive to  changes  in  the  rate  of  interest  is  the  class  of 
dealers,  both  wholesale  and  retail.  The  business  of  a 
producer  usually  requires  a  large  amount  of  plant  or 
fixed  capital.  The  fixed  capital  is  set  up  in  the  expecta- 
tion that  the  profit  of  the  business  will  yield  a  reasonable 
rate  of  interest  upon  it ;  but,  once  it  has  been  set  up,  it 
will  be  better  to  keep  it  at  work  so  long  as  there  is  any 
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profit  over  and  above  working  expenses,  than  to  leave 
it  idle  and  earning  nothing.  Producers  are  therefore 
willing  to  meet  a  shrinkage  of  price  or  an  increase  of 
working  expenses  out  of  profits  in  preference  to  re- 
stricting their  output,  and  they  are  very  slow  to 
respond  to  so  slight  an  increase  of  their  aggregate 
expenses  as  is  involved  in  a  rise  in  the  rate  of  interest 
on  temporary  loans. 

A  dealer,  on  the  other  hand,  keeps  stocks  on  hand  on 
grounds  of  convenience.  A  man  who  keeps  on  an 
average  £10,000  worth  of  goods  on  his  premises  is 
paying  (or  losing)  a  substantial  sum  in  interest — if  the 
rate  of  interest  is  3  per  cent  and  if  he  has  borrowed  the 
entire  £10,000  from  his  bankers  he  is  paying  at  the  rate 
of  £300  a  year  or  nearly  £l  a  day.  This  he  will  only  be 
willing  to  do  if  the  convenience  of  having  this  quantity 
and  variety  of  goods  at  call  is  worth  £l  a  day.  If  the 
rate  of  interest  goes  up  to  6  per  cent,  he  will  have  to 
reconsider  the  question  of  what  stocks  it  is  worth  while 
to  keep.  Rather  than  pay  £2  a  day  he  will  make  some 
small  sacrifice  of  convenience,  and  will  delay  the  re- 
plenishment of  his  stocks.  The  effects  of  the  action 
which  the  dealers  are  so  induced  to  take  we  traced  in 
Chapter  VI — the  curtailment  of  orders,  the  restriction 
of  output,  the  contraction  of  credit  money,  the  drop  in 
demand,  the  decline  of  prices,  and  the  decrease  of 
employment.  And  among  these  various  effects  we 
showed  that  falling  prices  are  associated  with  a  low 
profit  rate.  On  completing  the  adjustment  of  credit 
money  to  reserves  the  bankers  will  let  the  rate  of 
interest  revert  to  equality  with  the  profit  rate.  Now 
to  the  dealer  the  cost  of  maintaining  stocks  is  repre- 
sented not  by  the  natural  rate  of  interest,  but  by  the 
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profit  rate.  He  loses  in  exactly  the  same  way  by  a  fall 
in  the  value  of  the  goods,  while  he  is  holding  them,  as 
by  the  charge  made  by  his  banker  for  interest.  If  he 
expects  prices  to  fall  he  will  try  to  reduce  his  stocks  in 
precisely  the  same  way  as  if  he  had  to  pay  extra 
interest. 

It  is  in  order  to  counteract  the  effect  of  the  falling 
prices  that  the  bankers  fix  a  rate  of  interest  lower  than 
the  natural  rate  by  the  rate  at  which  prices  are  believed 
to  be  falling.  If  they  fail  to  do  this  they  will  find  their 
business  gradually  falling  off  and  superfluous  stocks  of 
gold  accumulating  in  their  vaults.  Here  we  may 
digress  for  a  moment  to  consider  a  special  case.  What 
if  the  rate  of  depreciation  of  prices  is  actually  greater 
than  the  natural  rate  of  interest  ?  If  that  is  so  nothing 
that  the  bankers  can  do  will  make  borrowing  suffi- 
ciently attractive.  Business  will  be  revolving  in  a 
vicious  circle  ;  the  dealers  unwilling  to  buy  in  a  falling 
market,  the  manufacturers  unable  to  maintain  their 
output  in  face  of  ever-diminishing  orders,  dealers  and 
manufacturers  alike  cutting  down  their  borrowings  in 
proportion  to  the  decline  of  business,  demand  falling 
in  proportion  to  the  shrinkage  in  credit  money,  and 
with  the  falling  demand,  the  dealers  more  unwilling  to 
buy  than  ever.  This,  which  may  be  called  "  stagna- 
tion "  of  trade,  is  of  course  exceptional,  but  it  deserves 
our  attention  in  passing. 

From  the  apparent  impasse  there  is  one  way  out — a 
drastic  reduction  of  money  wages.  If  at  any  time  this 
step  is  taken  the  spell  will  be  broken.  Wholesale  prices 
will  fall  abruptly,  the  expectation  of  a  further  fall  will 
cease,  dealers  will  begin  to  replenish  their  stocks, 
manufacturers  to  increase  their  output,  dealers  and 
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manufacturers  alike  will  borrow  again,  and  the  stock 
of  credit  money  will  grow.  In  fact  the  profit  rate  will 
recover,  and  will  again  equal  or  indeed  exceed  the 
natural  rate.  The  market  rate,  however,  will  be  kept 
below  the  profit  rate,  since  in  the  preceding  period  of 
stagnation  the  bankers'  reserves  will  have  been  swollen 
beyond  the  necessary  proportions,  and  the  bankers  will 
desire  to  develop  their  loan  and  discount  business. 

It  should  be  observed  that  this  phenomenon  of 
stagnation  will  only  be  possible  where  the  expected  rate 
of  depreciation  of  the  prices  of  commodities  happens  to 
be  high.  As  to  the  precise  circumstances  in  which  this 
will  be  so,  it  is  difficult  to  arrive  at  any  very  definite 
conclusion.  Dealers  will  be  guided  partly  by  the 
tendency  of  prices  in  the  immediate  past,  partly  by  the 
state  of  demand  at  existing  prices,  partly  by  what  they 
know  of  the  conditions  of  production. 

A  remarkable  example  of  trade  stagnation  occurred 
at  the  end  of  the  period  from  1873  to  1897,  when  there 
had  been  a  prolonged  falling  off  in  the  gold  supply,  and 
in  consequence  a  continuous  fall  in  prices.  The  rate  of 
interest  in  London  throughout  a  period  of  no  less  than 
seven  years,  ending  with  1897,  averaged  only  1J  per 
cent,  and  yet  superfluous  gold  went  on  accumulating 
in  the  vaults  of  the  Bank  of  England. 

It  is  clear  that,  if  this  special  phenomenon  of  stagna- 
tion occurs,  the  moment  when  recovery  begins  will  find 
the  banks  eager  to  attract  borrowers  to  relieve  them  of 
their  large  superfluous  stocks  of  gold.  In  that  case  there 
is  no  doubt  of  a  period  of  activity  following,  since  there 
is  room  for  a  large  increase  in  the  supply  of  credit 
money. 

We  are  more  concerned,  however,  with  the  normal 
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case,  where  the  banks  never  lose  the  power  of  stimu- 
lating borrowing  and  where  depression  is  therefore 
never  exaggerated  to  the  point  of  stagnation.  To  the 
question  whether  in  that  normal  case  there  is  a 
tendency  for  inflation  to  succeed  to  depression  and 
depression  to  inflation,  we  will  pass  in  the  next  chapter. 


XV 

THE   GENESIS    OF   A   FLUCTUATION — Continued 

IN  Chapter  VII  it  was  mentioned  that  when  the  volume 
of  credit  money  is  increased  or  diminished  by  the  banks 
the  corresponding  increase  or  decrease  in  the  cash  in 
circulation  does  not  occur  immediately,  but  only  after 
a  perceptible  interval.  We  are  now  supposing  that  the 
banks  have  found  it  necessary  to  curtail  credit  money, 
and  that  the  consequent  contraction  of  effective 
demand  for  commodities  has  led  to  the  inevitable 
restriction  of  output.  It  will  be  remembered  that, 
rather  than  let  their  plant  lie  idle,  manufacturers  will 
sacrifice  part  or  even  the  whole  of  their  profits,  and  that 
in  this  way  the  restriction  of  output  is  mitigated.  If 
all  producers  insisted  on  stopping  work  unless  they 
could  obtain  a  normal  rate  of  profit,  there  would  be  a 
greater  restriction  of  output  and  more  workmen  would 
be  discharged,  and  in  that  case  the  proceeds  of  the 
diminished  output  would  be  divided  (approximately)  in 
the  same  proportion  between  the  capitalists  and  the 
workmen  as  before.  But  in  consequence  of  the  sacrifice 
of  profits  to  output  which  actually  occurs,  the  number 
of  workmen  in  employment  and  therefore  also  the 
aggregate  of  working-class  earnings  will  not  be  so 
severely  diminished  as  they  would  otherwise  be.  Thus 
the  capitalists  will  get  a  smaller  proportion  and  the 
workmen  a  greater  proportion  of  the  gross  proceeds 
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than  before.  But  anything  which  tends  to  increase  or 
maintain  working-class  earnings  tends  to  increase  or 
maintain  the  amount  of  cash  in  the  hands  of  the  work- 
ing classes.  If  the  banks  have  succeeded  in  reducing 
the  outstanding  amount  of  credit  money  by  10  per  cent, 
they  will  probably  have  reduced  the  incomes  of  the 
people  with  banking  accounts  by  10  per  cent,  but  the 
earnings  of  the  working  classes  will  have  been  reduced 
in  a  much  smaller  proportion — say,  5  per  cent.  And 
the  cash  remaining  in  the  hands  of  the  working  classes 
will  probably  have  been  diminished  in  even  a  slighter 
degree,  since  a  diminution  of  earnings  will  only  affect  a 
working  man's  accumulations  of  money  gradually. 

At  the  stage,  therefore,  at  which  the  banks  become 
satisfied  with  their  position  and  no  longer  think  it 
necessary  to  curtail  loans  or  maintain  a  high  rate  of 
interest,  a  greater  proportion  of  the  available  stock 
of  legal  tender  money  will  be  in  circulation  and  a 
smaller  proportion  will  be  accumulated  in  the  hands 
of  the  banks  than  under  normal  conditions.  And  so 
long  as  money  wages  are  resisting  reduction  and 
encroaching  on  profits,  this  will  be  the  case.  No  doubt, 
as  money  wages  fall,  not  only  will  profits  rise,  but 
employment  will  improve,  and  to  some  extent  the  fall 
in  earnings  will  be  counteracted  by  this  latter  cause. 
But  as  business  approaches  normal  conditions  there  must 
be  a  tendency  on  the  whole  for  profits  to  recover  at  the 
expense  of  earnings,  and  cash  will  come  back  from 
circulation  into  the  hands  of  the  banks. 

Here  is  a  process  at  work  which  is  likely  enough  to 
produce  fluctuations.  For  the  bankers  will  thereupon 
be  ready  to  increase  the  stock  of  credit  money  again, 
and  once  they  have  embarked  on  this  course  they  may 
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find  it  very  difficult  to  stop  short  of  a  dangerous 
inflation.  In  fact,  in  order  to  steer  business  back  into 
stable  conditions  they  would  have  to  foresee  the 
diminution  of  cash  requirements,  and  to  ease  off  the 
rate  of  interest  with  gradations  so  nicely  calculated 
as  just  to  effect  the  requisite  reduction  of  credit  money 
at  the  very  final  stage,  when  the  cash  requirements 
have  also  reached  the  normal  proportion.  In  practice 
it  would  be  impossible  to  know  accurately  even  in  an 
isolated  community,  still  less  in  the  world  as  it  is,  what 
cash  requirements  to  anticipate  or  what  ultimate 
volume  of  credit  money  to  aim  at.  During  the  progress 
of  a  depression  no  man  can  say  how  far  off  the  turning- 
point  may  be.  And  as  the  bankers  are  thus  working  in 
the  dark  they  must  be  assumed  to  adjust  their  action 
to  the  facts  within  their  cognisance,  that  is  to  say,  to 
the  state  of  their  own  assets  and  liabilities. 

Instead  of  ending  up,  therefore,  with  the  establish- 
ment of  a  golden  mean  of  prosperity,  unbroken  by  any 
deviation  towards  less  or  more,  the  depression  will  be 
marked  in  its  later  stages  by  a  new  complication.  At 
the  time  when  the  reduction  of  wages  is  beginning  to  be 
accompanied  not  merely  by  an  increase  of  employment, 
but  also  by  an  increase  of  profits,  the  banks  will  find 
that  cash  is  beginning  to  accumulate  in  their  vaults. 
They  will  ease  off  the  rate  of  interest  to  something  a 
little  below  the  profit  rate,  and  dealers  will  take 
advantage  of  the  low  rate  to  add  to  their  stocks.  The 
manufacturers  will  become  aware  of  an  increase  in 
orders,  and  they  will  find  that  they  can  occupy  their 
plant  more  fully.  And  now  that  stocks  and  output  are 
both  increased,  borrowing  will  be  increased  and  the 
bankers  will  have  gained  their  end.  But  then  the  new 
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accession  to  the  amount  of  credit  money  means  a  cor- 
responding increase  of  purchasing  power.  At  existing 
prices  the  dealers  find  that  their  stocks  are  being 
depleted  by  the  growing  demand  from  the  consumer. 
The  prospect  of  rising  prices  is  an  inducement  to  add  to 
their  stocks  as  much  as  they  can  at  existing  prices,  and 
so  their  orders  to  the  manufacturers  grow  still  more. 
As  their  demands  on  the  manufacturers  grow,  whole- 
sale prices  go  up  ;  and  as  the  consumers'  demands  on 
the  dealers'  stocks  grow,  retail  prices  go  up;  and  as 
prices  go  up,  the  money  needed  to  finance  a  given 
quantity  of  goods  grows  greater  and  greater,  and  both 
dealers  and  manufacturers  borrow  more  and  more  from 
their  bankers.  In  fact  here  are  all  the  characteristics 
of  a  period  of  trade  expansion  in  full  swing.  The  profit 
rate,  of  course,  will  have  become  high  as  soon  as  the 
downward  tendency  of  prices  was  replaced  by  an 
upward  tendency.  Now  wages  do  not  respond  quickly 
to  economic  changes,  and  until  wages  begin  to  rise, 
though  increased  employment  means  increased  earn- 
ings, the  demands  on  the  banks  for  cash  will  increase 
but  slightly.  So  long  as  the  volume  of  credit  money 
remains  in  any  degree  less  than  the  reserves  of  cash 
would  in  the  bankers'  opinion  justify,  the  rate  of 
interest  will  be  fixed  at  something  short  of  the  profit 
rate.  As  the  profit  rate  is  high,  the  rate  of  interest  may 
according  to  ordinary  standards  appear  high,  but  for 
the  purpose  of  its  effect  on  borrowing  it  is  really  low. 

The  extent  and  duration  of  the  trade  expansion  will 
depend  partly  upon  the  bankers'  opinion  as  to  the 
volume  of  credit  money  they  may  prudently  create.  If 
they  aimed  strictly  at  a  fixed  proportion  of  cash  to 
credit  money,  they  would  put  up  the  rate  of  interest 
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again  as  soon  as  that  proportion  was  reached.  But  in 
practice  the  point  of  view  of  the  bankers  is  somewhat 
different  from  this.  Under  any  modern  system  of 
banking,  whether  there  is  a  single  central  bank  or  not, 
and  whether  it  is  the  practice  to  establish  branch  banks 
or  not,  the  outlying  banks  are  always  more  or  less 
dependent  on  the  banks  in  the  great  financial  centres. 
The  great  majority  of  the  banks  will  always  deposit  a 
portion  of  their  cash  with  the  one  or  several  large  banks, 
which  will  thus  become  really  responsible  for  the 
national  gold  reserve.  This  the  outlying  banks  will  do 
partly  in  order  that  they  may  have  the  privilege  of 
customers,  and  be  able  not  merely  to  draw  out  their 
money,  but  to  borrow  from  the  central  banks  in  an 
mergency,  partly  for  the  purposes  of  the  clearing- 
house  system.  For  example,  in  the  English  hierarchy 
of  banks  there  rank  immediately  below  the  Bank  of 
England,  the  London  Clearing-house  Banks,  less  than 
twenty  in  number,  through  which  all  cheques  are  settled. 
The  country  banks  keep  balances  with  these  Clearing- 
house Banks  to  meet  the  liabilities  which  they  will 
have  to  discharge  through  the  Clearing-house  whenever 
the  daily  balance  is  against  them.  The  Clearing-house 
Banks  themselves  keep  balances  at  the  Bank  of  England 
in  order  to  settle  their  mutual  liabilities. 

The  banks  really  determine  the  amount  of  their 
44  cash  in  hand  and  at  the  Bank  of  England  "  according 
to  their  own  practical  daily  needs.  All  these  sums  are 
44  working  balances,"  held  for  one  purpose  or  another. 
Cash  is  kept  at  a  country  branch  bank  to  pay  over  the 
counter  when  its  local  customers  want  to  draw  money 
out.  The  same  coins  may  circulate  backwards  and 
forwards  in  a  regular  eddy  in  one  district ;  part  is 
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drawn  out  at  the  end  of  every  week  to  pay  wages  and 
percolates  back  through  the  shops  to  the  banks ; 
another  part  is  used  to  supply  the  well-to-do  with 
ready  money  and  this  also  conies  back,  though  perhaps 
not  quite  so  quickly  as  the  money  paid  in  wages.  Now 
and  then  the  needs  of  the  locality  will  vary,  either 
through  changes  in  local  conditions  or  through  the 
local  effects  of  changes  of  wider  scope.  Perhaps  the 
weekly  wages  bill  will  fall  and  part  of  the  money 
previously  drawn  out  for  the  payment  of  wages  will  be 
left  week  after  week  unused  at  the  bank ;  or  perhaps 
the  weekly  wages  bill  will  rise  and  the  banker  finds 
that  he  has  to  pay  out  more  cash  and  begins  to  feel 
anxious  as  to  whether  he  will  have  enough  to  meet 
casual  and  unforeseen  demands  before  it  comes  back 
to  him.  In  the  former  case  he  will  pack  up  the  super- 
fluous specie  and  send  it  to  his  head  office  in  London  ; 
in  the  latter  case  he  will  ask  his  head  office  to  send  him 
more.  That  head  office  will  keep  a  reserve  of  cash  on 
hand  to  meet  demands  of  this  kind  as  well  as  the 
demands  of  London  customers ;  when  this  reserve 
grows  beyond  what  is  required  the  superfluous  balance 
is  handed  over  to  the  Bank  of  England  ;  if  it  is  depleted 
it  is  replenished  by  drawing  on  the  Bank  of  England. 
Thus  as  the  earnings  of  labour  decline  under  the  influ- 
ence of  trade  depression,  part  of  the  cash  which  has 
previously  been  circulating  between  the  banks  and  the 
workmen's  pockets  throughout  the  country  is  set  free, 
and  goes  to  swell  the  cash  holdings  of  the  Bank  of 
England.  The  Bank  of  England  regulates  its  reserve 
so  as  to  be  a  prudent  proportion  of  its  liabilities,  and  is 
prepared  to  build  up  the  appropriate  proportion  of 
credit  money  on  the  cash  which  it  so  receives.  But  the 
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other  banks  regulate  their  cash  holdings  on  the  working 
balance  principle,  and,  so  long  as  the  actual  cash 
demands  throughout  the  country  do  not  increase,  they 
will  not  limit  their  lending  operations  by  observing  any 
assigned  proportion  between  cash  and  credit  money. 

Nevertheless,  this  does  not  mean  that  they  will 
recognise  no  limitation  at  all  to  the  expansion  of  credit 
money.  For  any  increase  in  credit  money,  so  far  as  it 
does  not  lead  to  an  increase  in  cash  transactions,  will 
lead  to  a  proportional  increase  in  Clearing-house  trans- 
actions, which  will  have  to  be  supported  by  corre- 
spondingly larger  balances  at  the  Bank  of  England.  A 
man  only  borrows  from  his  banker  if  he  wants  to  use 
the  money.  He  uses  it  by  paying  it  away  and  if  he  does 
not  pay  it  away  in  cash  he  will  pay  it  away  by  cheque. 
Thus  both  portions  of  the  item  "  cash  in  hand  and  at 
the  Bank  of  England,"  which  represents  the  reserve  in 
the  accounts  of  a  Joint  Stock  Bank,  are  regulated  as 
working  balances,  the  cash  in  hand  being  the  working 
balance  for  the  ready  money  transactions  across  the 
counter,  and  the  "  cash "  (i.e.  balance  on  current 
account)  at  the  Bank  of  England  being  the  working 
balance  for  the  credit  money  transactions  through  the 
Clearing-house.  The  total  credit  money  created  by  the 
banks  will  be  so  limited  by  them  as  not  to  outstrip 
the  capacities  of  these  working  balances,  while  the  Bank 
of  England  will  not  allow  the  balances  to  grow  out 
of  proportion  to  its  own  cash  holdings.  It  is  indeed 
almost,  though  not  quite,  true  to  say  that  the  entire 
stock  of  credit  money  in  England  is  built  up  not  on  the 
cash  holdings  of  the  banks  taken  as  a  whole,  but  on  the 
Reserve  of  the  Bank  of  England.  And  as  the  legal 
tender  money  in  circulation  is  something  like  four  times 
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the  average  amount  of  the  reserve,  it  is  obvious  that  a 
small  proportional  change  in  the  quantity  in  circulation 
will  produce  a  relatively  large  proportional  change  in 
the  reserve,  and  therefore  in  the  stock  of  credit  money. 
The  Bank  of  England  does  not  maintain  blindly  a  fixed 
proportion  between  reserve  and  deposits,  so  that  a 
given  change  in  the  reserve  is  not  reflected  immediately 
in  the  stock  of  credit  money,  but  of  course  when  there 
is  a  marked  increase  in  the  reserve  there  is  a  tendency 
towards  a  marked  increase  in  the  deposits  and  through 
the  other  banks  towards  a  general  increase  in  credit 
money.  If  the  money  in  circulation  is  £100,000,000 
and  the  reserve  of  the  Bank  of  England  is  £25,000,000, 
then  a  decrease  of  5  per  cent  or  £5,000,000  in  the  former 
would  raise  the  latter  to  £30,000,000,  an  increase  of 
20  per  cent.  If  the  net  amount  of  credit  money  (i.e. 
deposits  less  cash  holdings)  in  the  other  banks  is 
£750,000,000,  that  might  on  a  strictly  proportional 
basis  be  raised  to  £900,000,000.  But  in  practice  so 
great  an  increase  would  not  be  made.  Indeed,  if  the 
Bank  aimed  at  this  proportion  a  foreign  demand  for 
gold  would  spring  up  long  before  it  was  reached. 

The  banking  systems  of  the  Continent  of  Europe 
are  based  to  a  much  less  extent  than  our  own  on  credit 
money.  Their  banking  deposits  are  less  in  proportion 
either  to  wealth  or  population,  and  their  stocks  of  legal 
tender  money  (including  convertible  legal  tender  notes) 
are  much  greater.  Consequently,  though  the  tendency 
which  has  just  been  described  will  operate  on  the 
Continent  it  will  be  less  potent  there  than  in 
England. 

In  the  United  States,  on  the  other  hand,  the  use  of 
credit  money  is  fully  as  much  developed  as  in  this 
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country.  Cash  requirements  there  are  complicated, 
however,  by  the  statutory  reserve  requirements  which 
have  already  been  referred  to  in  Chapter  XII.  It  might 
be  supposed  that  if  a  bank  is  compelled  by  law  to  keep 
a  certain  proportion  of  its  deposits  in  specie,  it  cannot 
treat  its  cash  holdings  on  the  "  working  balance " 
principle.  Up  to  a  certain  point  this  is  true.  But  in 
practice  the  banks  regulate  their  surplus  reserves  (i.e. 
the  excess  at  any  time  over  the  legal  minimum)  as 
working  balances.  Nevertheless,  the  system  of  statu- 
tory reserves  does  limit  the  creation  of  credit  money  at 
the  stage  which  we  are  considering,  inasmuch  as  the 
aggregate  of  the  statutory  reserves  represents  a  much 
greater  proportion  of  the  legal  tender  money  in  the 
country  than  does  the  Bank  of  England  reserve  in 
England.  The  transfer  of  a  given  sum  from  circulation 
to  reserves  in  the  United  States  should  have  less  effect 
therefore  than  in  England  in  stimulating  the  creation 
of  credit  money.  And  no  doubt  this  would  be  so,  but 
that,  there  being  multitudes  of  independent  banks  large 
and  small  in  the  United  States  with  no  central  responsi- 
bility for  banking  policy,  the  creation  of  credit  money  is 
likely  to  expand  almost  automatically  in  proportion  to 
the  increase  in  reserves.  Sound  banking  cannot  be 
established  by  rules  and  formulas  prescribed  by  law  ; 
without  some  responsible  authority  to  exercise  dis- 
cretionary power,  vagaries  such  as  have  been  character- 
istic of  the  United  States  Money  Market  for  many  years 
past  are  absolutely  inevitable.  Even  with  a  central 
bank  it  is  difficult  to  take  precautions  in  time,  but 
centralisation,  even  if  not  a  sufficient  condition,  is  at 
any  rate  a  necessary  condition  of  sound  policy. 

It  is  clear,  then,  that  at  the  latter  end  of  a  period  of 
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depression  there  is  an  inherent  tendency  towards 
renewed  inflation.  The  creation  of  credit  money  will 
proceed  on  the  basis  of  the  visible  cash  requirements  of 
trade.  But  the  cash  requirements  will  ultimately  grow 
in  proportion  to  the  creation  of  credit  money,  and  will 
outstrip  the  available  supply  of  gold.  The  rising  prices 
of  commodities  mean  not  only  swollen  profits  for  the 
dealer,  the  manufacturer,  and  the  banker,  but  an 
increase  in  the  cost  of  living  to  the  workman.  The 
unhappy  workman  spends  his  life  indeed  between  the 
upper  and  the  nether  millstone ;  when  trade  is  on  the 
downward  path  he  is  beset  with  the  evils  of  unemploy- 
ment, from  which  he  can  only  escape  by  accepting  lower 
wages,  and  when  trade  recovers  he  finds  the  purchasing 
power  of  his  wages  still  further  reduced  by  the  high 
prices  of  commodities.  It  must  be  remembered  that 
over  and  above  the  extra  gains  made  in  business 
through  the  rising  prices  and  consequently  high  profit 
rate,  there  are  further  gains  made  through  the  high 
prices  so  long  as  the  rise  of  wages  lags  behind  the  rise  of 
prices.  If  a  manufacturer  has  an  output  of  £10,000  a 
month  and  his  expenses  include  £4000  for  raw  material 
and  £4000  for  wages,  and  if  the  prices  of  commodities 
are  rising  continuously  at  the  rate  of  6  per  cent  per 
annum,  or  J  per  cent  per  month,  then  in  a  month's  time 
his  bill  for  raw  material  will  have  risen  to  £4020  and  his 
gross  receipts  to  £10,050,  in  a  year's  time  they  will 
have  risen  to  £4240  and  £10,600  respectively.  But 
unless  his  workmen  can  insist  effectively  on  an  increase 
of  wages,  his  wages  bill  will  remain  at  £4000  only. 
He  can  afford  to  borrow  for  the  purchase  of  raw 
material  at  a  rate  of  interest  6  per  cent  higher  than 
before,  while  his  net  receipts  of  £2000  are  swollen  not 
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only  by  the  extra  £120,  which  represents  the  general 
increase  of  money  values  and  is  not  a  real  increase  of 
wealth  at  all,  but  by  a  further  sum  of  £240  which  ought 
by  rights  to  go  to  his  workmen.  That  is  to  say,  this 
£240  represents  the  amount  which  the  workmen  are 
losing  through  the  change  in  the  value  of  the  unit  in 
which  their  wages  are  reckoned  and  which  under 
theoretic  conditions  of  perfectly  free  competition  with- 
out economic  "  friction  "  they  would  be  getting. 

As  soon  as  the  workmen  become  alive  to  these  facts 
they  are  in  a  favourable  position  for  obtaining  the  rise 
of  wages  to  which  the  conditions  of  business  entitle 
them.  Production  having  been  stimulated  to  great 
activity  there  is  a  scarcity  of  labour,  or  at  any  rate  of 
properly  trained  and  competent  labour,  and  employers 
are  so  anxious  to  get  the  benefit  of  the  high  profits  that 
they  are  more  ready  than  usual  to  make  concessions  in 
preference  to  facing  strikes  which  would  leave  their 
works  idle.  There  follows  a  period  of  full  employment 
and  rising  wages.  But  this  means  growing  cash  require- 
ments, and  sooner  or  later  the  banks  must  take  action 
to  prevent  their  reserves  being  depleted.  If  they  act  in 
time  they  may  manage  to  relieve  the  inflation  of  credit 
money  gradually  and  an  actual  financial  crisis  may  be 
avoided.  But  in  either  case  there  must  ensue  a  period 
of  slack  trade.  Here,  therefore,  we  have  proved  that 
there  is  an  inherent  tendency  towards  fluctuations  in 
the  banking  institutions  which  prevail  in  the  world  as 
it  is.  But  fluctuations  generated  in  this  way  might  be 
mild  compared  to  those  which  actually  occur,  and  we 
have  already  noticed  some  causes  which  are  likely  to 
aggravate  them. 

One  of  these  causes  is  that,  at  the  critical  moment 
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when  the  banks  decide  that  the  foundation  of  cash  is 
insufficient  to  support  the  existing  structure  of  credit 
money,  if  they  fail  to  raise  the  rate  of  interest  high 
enough  to  surpass  the  inflated  profit  rate,  the  tendency 
to  inflation  will  only  be  abated,  not  counteracted,  and 
after  a  pause,  will  reappear  with  ever-accumulating 
force.  It  is  difficult  to  say  at  such  times  what  rate  of 
interest  will  be  just  effective  and  not  excessive,  and  if 
it  is  excessive  it  may  of  itself  cause  all  the  ill  effects  of 
a  crisis. 

It  should  be  noted  especially  that  at  a  time  of 
expanding  trade  the  growing  demand  rapidly  depletes 
the  dealers'  stocks.  They  defend  their  stocks,  of  course, 
by  raising  retail  prices  and  try  to  replenish  them  by 
giving  fresh  orders  to  the  manufacturers.  But  when  all 
the  resources  of  the  country  are  very  fully  employed 
there  may  be  delay  in  executing  the  orders  and  the 
stocks  will  not  be  so  fully  replenished  as  the  dealers 
intended.  In  that  case  the  dealers  borrow  less  money 
and  the  increase  in  the  stock  of  credit  money  is  so  far 
retarded.  The  banks  may  then  recover  control,  but  as 
the  check  in  the  creation  of  purchasing  power  will 
diminish  demand  again,  the  dealers'  stocks  will  begin  to 
increase  and  they  will  again  increase  their  borrowings. 
In  that  case  the  banks  would  find  that  they  had  lost 
control  again,  and  thus  they  might  drift  into  a  very 
precarious  position. 

Another  cause  which  tends  to  aggravate  trade 
fluctuations  is  that  imprudent  banking  is  profitable. 
In  a  period  of  buoyant  trade  such  as  marks  the  recovery 
from  a  state  of  depression  the  profit  rate  is  high,  and  the 
rate  of  interest  received  by  the  banks  on  their  loans  and 
discounts  is  correspondingly  high.  It  may  be  that 
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during  the  depression  the  banks  have  had  to  be  content 
with  1  or  1|  per  cent.  When  the  recovery  begins  they 
find  in  quite  a  short  time  that  they  can  earn  4  or  5  per 
cent.  This  is  not  4  or  5  per  cent  on  their  own  capital, 
but  on  the  money  which  they  lend,  which  may  be  five 
or  ten  times  their  capital.  That  portion  of  their 
deposits  which  is  represented  by  cash  in  hand  is  idle 
and  earns  nothing,  and  they  are  eager  to  swell  their 
profits  by  reducing  their  cash  and  reserves  and  increas- 
ing their  loans  and  discounts.  Working  balances  are 
more  or  less  elastic  and  can  at  a  pinch  be  reduced,  but 
the  lower  its  reserves  fall  the  more  likely  is  the  bank 
to  find  it  necessary  to  borrow  from  other  institutions. 
Again,  the  readier  a  bank  is  to  lend,  the  more  likely  it 
is  to  lend  to  speculative  enterprises,  the  more  likely 
it  is  to  suffer  losses  through  the  total  or  perhaps 
temporary  failure  of  such  enterprises,  and  the  more 
likely  it  is  to  show  a  balance  on  the  wrong  side  of  its 
accounts  when  it  needs  to  borrow.  When  many  banks 
have  yielded  to  these  temptations  a  crisis  is  almost 
inevitable,  or  if  an  acute  crisis  with  its  accompaniment 
of  widespread  bankruptcies  is  avoided,  there  is  bound 
to  be  a  very  severe  and  probably  prolonged  depression 
during  which  the  top-heavy  structure  of  credit  money 
is  gently  pulled  down  brick  by  brick. 

This  evil  of  over-speculation  is  one  to  which  the 
United  States  with  its  20,000  separate  banks,  large  and 
small,  is  peculiarly  subject.  Not  only  has  the  small 
banker  less  sense  of  responsibility  than  the  large,  but  he 
is  often  more  interested  in  some  other  business  than  in 
banking,  and  uses  the  bank  to  forward  the  interests  of 
that  other  business.  He  may  be  engaged  in  business 
which  is  in  its  nature  speculative  and  risky,  and  will 


202  GOOD   AND   BAD   TRADE 

light-heartedly  involve  the  bank  in  the  same  risks  in 
order  to  make  the  most  of  the  opportunities  afforded 
by  good  trade. 

It  will  probably  be  only  a  minority  of  the  banks  that 
overreach  themselves  in  speculation,  and  it  may  not 
occur  in  all  countries.  But  the  prudent  banks  have  no 
means  of  guarding  themselves  against  the  consequences 
of  their  neighbours'  rashness.  They  could  hardly  be 
expected  to  increase  their  reserves  beyond  what  they 
believe  to  be  a  prudent  proportion.  It  is  true  that  a 
central  bank,  in  those  countries  where  such  an  institu- 
tion exists,  can  take  this  precaution.  But  it  will  only  do 
so  if  aware  of  the  over-speculation.  Of  this,  however, 
it  will  have  no  accurate  or  complete  knowledge,  and  it 
will  experience  great  difficulty  in  determining  what 
measures  are  to  be  taken. 

If  over-speculation  begins  in  one  country  it  quickly 
aggravates  the  inflation  not  only  there,  but  in  all  other 
countries.  For  the  rates  of  exchange  on  other  countries 
are  pushed  up  to  export  specie  point,  gold  is  sent  to 
them,  and  their  banks  proceed  to  lend  more  freely  and 
add  to  the  stock  of  credit  money. 

In  fact,  all  through  the  progress  of  a  fluctuation  there 
will  be  constant  international  adjustments  of  this  kind. 
Not  only  do  the  forces  which  cause  and  influence 
fluctuations  work  with  varying  rapidity  and  intensity 
in  different  countries,  but  minor  and  transitory  fluctua- 
tions are  being  caused  here  and  there  by  disturbances 
of  demand  and  supply  such  as  were  described  in 
Chapter  X.  Each  country  is  to  some  extent  guarded 
from  the  influences  of  its  neighbours,  since  its  stock  of 
money  may  oscillate  within  the  limits  imposed  by  the 
specie  points  of  the  rate  of  exchange  without  leading  to 
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any  direct  movement  of  gold.  But  the  tendency  of  the 
gold  which  flows  out  of  the  gold-mining  countries  to  go 
to  the  places  where  the  rate  of  exchange  is  most  favour- 
able to  it  is  always  equalising  monetary  conditions 
throughout  the  world. 


XVI 

FINANCIAL   CRISES 

AT  the  end  of  the  last  chapter  we  had  brought  the 
history  of  a  fluctuation  through  the  period  of  greatest 
depression  and  the  subsequent  recovery  right  up  to  a 
renewed  state  of  inflation,  and  we  showed  that  in  this 
latter  state  there  might  be  present  many  of  the  factors 
which  are  likely  to  produce  a  financial  crisis.  A  financial 
crisis  is  so  frequent  an  accompaniment  of  the  transition 
from  inflation  to  depression  that  some  examination  of 
its  causes  and  characteristics  is  necessary  to  a  complete 
understanding  of  trade  fluctuations.  It  is  not  easy  to 
say  precisely  what  constitutes  a  financial  crisis,  but 
broadly  it  may  be  defined  to  be  an  escape  from  inflation 
by  way  of  widespread  failures  and  bankruptcies  instead 
of  by  a  gradual  reduction  of  credit  money. 

Now  the  function  of  the  credit  of  both  banks  and 
borrowers  in  the  creation  of  credit  money  was  explained 
in  Chapter  VII.  In  some  cases  the  assets  of  a  bank,  so 
far  as  represented  by  loans  to  traders,  are  secured  by 
bills  bearing  the  names  both  of  the  dealers  who  gave 
and  of  the  manufacturers  who  received  the  orders  on 
the  completion  of  which  the  loans  will  mature,  and  the 
bank  would  only  suffer  loss  if  both  the  parties  to  the 
transaction  failed.  In  other  cases  the  borrowers'  assets 
alone  are  pledged  and  if  they  fail  the  money  is  lost. 
It  is  obvious  that  the  risk  of  failure  must  vary  widely 
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with  different  forms  of  business.  Some  trades  are  much 
more  affected  by  fluctuations  than  others.  When  the 
consumer  finds  his  purchasing  power  diminished  he  will 
not  economise  his  expenditure  equally  in  all  directions. 
Here  the  distinction  between  "  elastic  "  and  "  inelastic  " 
demand  will  apply ;  he  will  sacrifice  more  of  his 
expenditure  on  articles  of  which  the  demand  is  elastic 
than  on  those  of  which  the  demand  is  inelastic.  In 
other  words,  luxuries  will  be  more  affected  than  comforts, 
and  comforts  more  than  necessaries.  The  effects  upon 
production  as  a  whole  will  be  those  which  have  been 
described,  but  will  be  very  unequally  distributed  among 
the  several  industries.  Agriculture,  for  example,  will 
be  hardly  touched.  The  stocks  of  cereals  are  not 
subject  to  immediate  variation,  since  they  are  re- 
plenished by  the  natural  growth  of  the  crops.  The 
market  for  meat  is  no  doubt  affected  both  because  the 
supply  is  subject  to  more  direct  control  and  because 
the  demand  for  meat  is  more  elastic  than  the  demand 
for  bread.  But,  nevertheless,  for  agriculture  trade  de- 
pressions are  hardly  a  question  of  urgent  practical 
moment.  With  regard  to  manufactures  the  demand  is 
nearly  always  elastic.  Some  manufactured  articles  are 
necessaries,  for  example,  clothes.  But  even  in  the  case  of 
clothes  the  quality  varies  so  infinitely  that  the  demand 
is  for  all  practical  purposes  very  elastic.  And  on  the 
whole  more  manufactured  articles  are  to  be  classed  as 
comforts  or  luxuries  than  as  necessaries. 

There  is  one  all-important  class  of  industry  which 
demands  more  detailed  consideration ;  that  is  the 
production  of  fixed  capital.  In  this  class  are  included 
the  building  and  shipbuilding  trades,  the  construction 
of  roads  and  railways,  and  to  a  great  extent  the  manu- 
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facture  of  machinery  and  vehicles.  It  follows  that  the 
same  class  also  covers  the  greater  part  of  the  iron  and 
steel  trades,  and  brick-making  and  quarrying. 

These  industries  really  depend  ultimately  for  the 
demand  for  their  products  upon  the  rate  at  which 
savings  are  accumulating.  Far  the  greater  part  of  the 
savings  of  any  community  come  from  the  well-to-do. 
However  thrifty  the  working  classes  may  be,  the  avail- 
able margin  on  their  wages  is  small  compared  with  the 
available  margin  on  the  incomes  of  the  rich.  And  as 
the  effects  of  a  trade  depression  are  felt  first  by  profits, 
there  will  probably  be  an  early  slackening  in  saving.  It 
is  very  difficult  for  a  man  whose  income  is  suddenly 
diminished  to  economise  on  his  personal  expenditure. 
Economies  can  only  be  adopted  gradually,  and  until 
they  are  adopted  the  loss  of  income  is  met  by  a  curtail- 
ment of  saving.  For  this  reason  the  industries  engaged 
in  the  production  of  fixed  capital  are  peculiarly  sensi- 
tive to  fluctuations  in  the  general  state  of  trade.  The 
effective  demand  for  fixed  capital  is  very  high  when 
trade  is  good  and  very  low  when  trade  is  bad,  and  the 
consequences  are  to  be  seen  both  in  the  high  unemploy- 
ment rates  in  the  industries  during  periods  of  depression 
and  the  high  prices  which  rule  in  them  during  periods  of 
activity. 

Moreover,  not  only  is  the  demand  for  fixed  capital 
from  the  point  of  view  of  the  investor  increased  when 
trade  is  good,  but  the  demand  from  the  point  of  view 
of  the  producer  of  commodities  is  likewise  increased. 
To  bring  about  the  construction  of  fixed  capital  an 
investor  with  savings  available  must  agree  with  a 
producer  who  is  prepared  to  use  the  fixed  capital  when 
constructed.  The  profit  anticipated  by  the  producer 


FINANCIAL   CRISES  207 

from  the  use  of  the  fixed  capital  induces  the  investor  to 
lay  out  his  savings  on  the  enterprise.     When  trade  is 
good,  profits  are  high,  and  at  the  same  time  producers 
wish  to   increase  their  output   to   meet   the  growing 
demand.     Consequently,  just  at  the  time  when  there 
are  more  savings  than  usual  there  are  more  openings  for 
investment  than  usual  and  higher  profits  to  be  expected 
from  them.     For  example,  it  may  be  that  in  a  par- 
ticular industry  the  output  increases,  taken  over  a  long 
period,  at  an  average  rate  of  1  per  cent  per  annum,  and 
that  the  fixed  capital  requires  renewal  after  twenty 
years'  use.     Then  5  per  cent  of  the  capital  requires 
renewal  each  year  and  the  demand  for  new  plant  will 
be  6  per  cent  of  the  total  amount  of  plant  when  the 
increase  of  1  per  cent  is  allowed  for.    But  if  there  is  an 
expansion  of  trade  which  increases  the  output  of  this 
industry  in  a  particular  year  by  4  per  cent  instead  of 
1  per  cent,  the  new  plant  needed  will  be  9  per  cent  of 
the  existing  plant  or  no  less  than  50  per  cent  more  than 
the  average  ;    while  if  during  a  depression  the  output 
falls  off  by  2  per  cent  instead  of  increasing  by  1  per  cent, 
the  new  plant  needed  will  be  only  3  per  cent  of  the 
existing  plant  or  half  the  average.    Of  course  the  new 
plant  produced  would  not  coincide  exactly  with  the 
amount   needed   on   a   proportional   basis.     The   high 
prices  ruling  in  the  former  case  would  induce  manu- 
facturers to  make  the  best  of  their  existing  plant,  while 
in  the  latter  case  the  low  prices  would  afford  a  good 
opportunity  for  effecting  renewals,  etc.    But,  however 
the  full  effect  of  this  tendency  may  be  mitigated,  it  is 
clear  enough  that  all  business  connected  with  invest- 
ment is  in  a  class  by  itself  so  far  as  its  responsiveness 
to  trade  fluctuations  is  concerned. 
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As  the  demand  for  new  capital  is  the  resultant  of  two 
distinct  factors,  the  opening  offered  by  the  producer 
and  the  money  offered  by  the  investor,  the  business  of 
dealing  in  investments  is  more  complicated  than  other 
kinds  of  dealing.  The  dealers  in  investments  are  sub- 
divided by  a  minute  specialisation  of  function.  For  our 
present  purpose,  however,  it  is  not  necessary  to  enter 
into  the  distinction  between  stockbrokers  and  stock- 
jobbers, underwriters  and  company  promoters,  finance 
companies  and  trust  companies,  or  into  the  varieties 
of  "  somethings  in  the  City "  which  prevail  in  the 
different  commercial  centres  of  the  world.  All  the 
dealers  in  investments,  all  those  people  who  intervene 
between  the  man  with  savings  to  invest  on  the  one 
hand  and  the  producer  who  needs  fresh  capital  on  the 
other,  may  be  regarded  collectively  as  the  investment 
market.  It  is  of  the  essence  of  the  investment  market 
that  it  does  not  invest,  but  deals  in  investments.  Many 
of  the  individuals  who  are  on  the  Stock  Exchange  or 
otherwise  connected  with  the  investment  market  will 
also  be  investors,  but  that  is  not  their  function  in  the 
market. 

The  investment  market,  and  more  especially  that 
portion  ordinarily  called  the  Stock  Exchange,  makes 
a  business  of  being  able  to  sell  and  willing  to  buy  any 
of  the  principal  marketable  securities.  In  order  to  do 
this  they  must  so  far  as  possible  keep  "  working 
balances  "  of  the  principal  securities  which  they  under- 
take to  sell,  and  they  must  so  regulate  the  prices  of  the 
securities  that  the  amount  of  each  that  they  have  in 
hand  does  not  vary  inconveniently.  Of  course  this  only 
applies  to  the  Stock  Exchange  as  a  whole.  No  indi- 
vidual need  aim  at  keeping  a  supply  of  every  sort  of 
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security  in  his  own  hands  ;  he  only  need  be  able  to 
communicate  quickly  with  the  man  who  has  a  supply 
of  any  given  security.  Now  the  capital  value  of  the 
securities  dealt  in  on  any  Stock  Exchange  is  very  large 
compared  with  the  aggregate  capital  of  the  members. 
They  are  not,  therefore,  prepared  to  supply  the  necessary 
working  balances  of  securities  out  of  their  own  resources, 
and  they  borrow  money  from  the  banks  to  enable  them- 
selves to  do  so.  And  as  the  transactions  in  securities 
fluctuate  widely  from  day  to  day  and  there  is  no  definite 
period  for  which  any  given  block  of  securities  may  be 
expected  to  be  held,  the  money  is  usually  lent  from 
day  to  day  or  "  at  call."  The  stockjobber  who  borrows 
the  money  pays  interest  on  the  ascertained  amount  of 
his  daily  indebtedness.  People  who  have  saved  money 
and  wish  to  invest  in  marketable  securities,  rather  than 
find  openings  privately,  bring  their  savings  to  the  Stock 
Exchange,  and  the  investment  of  these  savings 
diminishes  the  amount  of  securities  in  the  hands  of 
the  Stock  Exchange  and  correspondingly  diminishes 
the  aggregate  indebtedness  to  the  banks.  The  mere 
shuffling  of  investments,  selling  out  to  invest  again,  will 
not  have  any  net  effect  in  this  direction.  The  working 
balances  of  securities  are  restored,  however,  and  the 
indebtedness  maintained  by  means  of  new  issues  of 
securities  which  pass  through  the  Investment  Market 
on  their  way  to  the  investing  public. 

It  is  in  regard  to  the  new  issues  that  the  functions  of 
the  investment  market  have  their  chief  importance,  for 
it  is  the  new  issues  which  stand  for  an  addition  to  the 
stock  of  fixed  capital  and  which  directly  or  indirectly 
use  up  the  savings  waiting  for  investment.  A  certain 
amount  of  risk  always  attends  an  attempt  to  find 
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investors  to  take  up  shares  in  a  new  venture.  It  is 
impossible  to  be  certain  beforehand  that  the  terms 
offered  will  be  attractive  enough  to  elicit  a  sufficient 
quantity  of  savings.  To  guard  against  the  danger  of 
the  whole  issue  not  being  subscribed  for,  it  is  the 
practice  to  get  some  firm  or  company  in  the  investment 
market  to  "  underwrite  "  the  shares,  that  is  to  under- 
take (in  return  for  a  commission  of  so  much  per  cent  on 
the  whole  issue)  to  take  up  such  shares  as  are  not  sub- 
scribed for  otherwise.  If  the  whole  issue  is  taken  by  the 
public  the  underwriters  pocket  the  commission  and  the 
investment  market  is  no  more  troubled  with  it  except 
for  the  ordinary  buying  and  selling  transactions  on  the 
Stock  Exchange.  If  the  underwriters  have  to  take  a 
part  of  the  issue  themselves,  however,  this  will  not  be 
with  the  intention  of  retaining  it  as  a  permanent  invest- 
ment, but  they  will  look  out  for  opportunities  of 
disposing  of  it  to  investors  when  they  can.  A  firm  is 
only  employed  to  underwrite  an  issue  of  shares  if  it  has 
good  credit,  for  if  it  has  to  take  part  of  the  issue  it  will 
have  to  borrow  the  money  needed  for  the  purpose.  The 
mere  fact  that  the  shares  have  not  been  taken  by  the 
public  will  make  them  an  unsatisfactory  security  to 
borrow  on.  An  underwriting  firm,  therefore,  may  have 
a  certain  amount  of  difficulty  in  raising  the  money  to 
enable  it  to  discharge  its  obligations,  unless  it  possesses 
ample  resources. 

Now  at  a  time  of  expanding  trade  and  growing 
inflation,  when  there  is  a  general  expectation  of  high 
profits  and  at  the  same  time  there  is  a  flood  of  savings 
seeking  investment,  an  underwriter's  business  yields 
a  good  profit  at  very  little  risk.  But  at  the  critical 
moment  when  the  banks  are  compelled  to  intervene  to 
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reduce  the  inflation  this  is  changed.  There  is  a  sudden 
diminution  of  profits  which  simultaneously  checks  the 
accumulation  of  savings  and  dispels  the  expectation  of 
high  profits.  An  underwriter  may  find  that  the 
diminution  of  savings  upsets  his  calculations  and  leaves 
on  his  hands  a  quantity  of  securities  for  which  before 
the  tide  turned  he  could  have  found  a  ready  market, 
and  that  the  prospect  of  disposing  of  these  securities 
grows  less  and  less  with  the  steady  shrinkage  in  the 
demand  for  investments  and  the  failing  prospect  of  high 
dividends.  It  must  be  remembered  that,  when  trade 
is  good,  one  of  the  contributory  causes  of  the  high 
profits  is  the  sluggishness  of  wages  in  responding  to  the 
general  upward  movement  of  money  values.  The 
investor  does  not  distinguish  between  the  several 
factors  which  combine  to  produce  high  dividends  in  the 
industry  in  which  he  purposes  to  venture  his  savings, 
and  it  often  happens,  therefore,  that  the  market  price 
of  shares  includes  the  capitalised  value  of  this 
ephemeral  and  indeed  illegitimate  form  of  profit. 
When  wages  have  risen  and  prices  have  begun  to  fall 
this  element  of  value  melts  away  and  the  prices  of 
securities  depreciate.  And  recent  issues  will  suffer 
most,  for  they  will  have  been  on  the  whole  less  favour- 
able openings  for  investment  than  those  of  which 
advantage  had  been  taken  before,  and  the  speculative 
and  unsound  ventures  will  not  have  been  eliminated 
from  among  them.  All  business  will  experience  a  falling 
off  of  profits  in  consequence  of  the  slackening  demand, 
but,  other  things  being  equal,  the  businesses  which  have 
been  in  existence  for  some  time  and  have  already 
survived  previous  trade  depressions  will  get  through 
with  a  smaller  curtailment  of  output  than  new 
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businesses  which  have  hardly  had  time  to  establish  a 
connexion.  And  as  we  have  seen,  the  fixed  capital 
which  comprises  the  assets  represented  by  the  securi- 
ties is  subject  to  greater  oscillations  of  money  value 
than  almost  any  other  form  of  wealth.1 

It  will  be  seen,  then,  that  of  all  the  borrowers  from  the 
banks  those  who  borrow  for  the  purposes  of  the  invest- 
ment market  are  the  most  liable  to  failure  when  the 
period  of  good  trade  comes  to  an  end.  And  as  it 
happens,  it  is  they  who  are  most  at  the  mercy  of  the 
banks  in  times  of  trouble.  For  it  is  their  habit  to 
borrow  from  day  to  day,  and  the  banks,  since  they 
cannot  call  in  loans  to  traders  which  will  only  mature 
after  several  weeks  or  months,  are  apt  to  try  to  reduce 
an  excess  of  credit  money  by  refusing  to  lend  from  day 
to  day.  If  that  happens  the  investment  market  will 
suddenly  have  to  find  the  money  which  the  banks  want. 
The  total  amount  of  ready  money  in  the  hands  of  the 
whole  investment  market  will  probably  be  quite  small, 
and,  except  in  so  far  as  they  can  persuade  the  banks  to 
wait  (in  consideration  probably  of  a  high  rate  of  interest), 
they  must  raise  money  by  selling  securities.  But  there 
are  limits  to  the  amount  that  can  be  raised  in  this  way. 
The  demand  for  investments  is  very  inelastic.  The 
money  offered  at  any  time  is  ordinarily  simply  the 
amount  of  the  accumulated  savings  of  the  community 
till  then  uninvested.  This  total  can  only  be  added 
to  by  people  investing  sums  which  they  would  other- 
wise leave  as  part  of  their  working  balances  of  money, 

1  It  must  be  remembered  that  though  the  capital  value  of  an  invest- 
ment yielding  a  fixed  rate  of  interest  falls  slightly  when  prices  are  rising, 
the  capital  value  of  an  investment  yielding  a  variable  dividend  rises, 
since  rising  prices  mean  high  dividends. 
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and  they  cannot  be  induced  to  increase  their  invest- 
ments very  much  in  this  way,  however  low  the  price  in 
proportion  to  the  yield  of  the  securities  offered.  Con- 
sequently when  the  banks  curtail  the  accommodation 
which  they  give  to  the  investment  market  and  the 
investment  market  tries  to  raise  money  by  selling 
securities,  the  prices  of  securities  may  fall  heavily 
without  attracting  much  additional  money.  Mean- 
while the  general  fall  in  the  prices  of  securities  will 
undermine  the  position  of  the  entire  investment  market, 
since  the  value  of  the  assets  held  against  their  liabilities 
to  the  banks  will  be  depreciated.  If  the  banks  insist  on 
payment  in  such  circumstances  a  multitude  of  failures 
on  the  Stock  Exchange  and  in  the  investment  market 
must  follow.  The  knowledge  of  this  will  deter  the 
banks  from  making  the  last  turn  of  the  screw  if  they 
can  help  it.  But  it  may  be  that  the  banks  themselves 
are  acting  under  dire  necessity.  If  they  have  let  the 
creation  of  credit  money  get  beyond  their  control,  if 
they  are  on  the  point  of  running  short  of  the  legal 
tender  money  necessary  to  meet  the  daily  demands 
upon  them,  they  may  have  no  alternative  but  to  insist 
on  payment.  When  the  collapse  comes  it  is  not  un- 
likely that  some  of  the  banks  themselves  will  be  dragged 
down  by  it.  A  bank  which  has  suffered  heavy  losses 
may  be  unable  any  longer  to  show  an  excess  of  assets 
over  liabilities,  and  if  subjected  to  heavy  demands  may 
be  unable  to  borrow  to  meet  them. 

The  calling  in  of  loans  from  the  investment  market 
enables  the  banks  to  reduce  the  excess  credit  money 
rapidly.  The  failure  of  one  or  more  banks,  by  anni- 
hilating the  credit  money  based  upon  their  demand 
liabilities,  hastens  the  process  still  more.  A  crisis 
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therefore  has  the  effect  of  bringing  a  trade  depression 
into  being  with  striking  suddenness.  In  the  chain  of 
events  the  actual  crisis  would  probably  occur  some 
little  time  after  the  reaction  from  the  preceding  period 
of  active  trade  has  begun.  But  this  is  not  necessarily 
the  case.  For  the  increase  of  wages  tends  to  encroach 
on  profits  even  while  trade  is  still  expanding  and  prices 
rising.  There  may  then  be  a  shrinkage  in  savings  at 
that  stage,  the  investment  market  may  get  choked  up 
with  securities  for  which  there  is  an  insufficient  demand, 
and  the  collapse  may  occur  while  the  activity  of  trade 
is  still  unimpaired. 

It  should  not  escape  attention  that  even  in  a  financial 
crisis,  which  is  ordinarily  regarded  as  simply  a  "  collapse 
of  credit,"  credit  only  plays  a  secondary  part.  The 
shortage  of  savings,  which  curtails  the  demand  for 
investments,  and  the  excess  of  credit  money,  which 
leads  the  banks  to  call  in  their  loans,  are  causes  at  least 
as  prominent  as  the  impairment  of  credit.  And  the 
impairment  of  credit  itself  is  not  a  mere  capricious  loss 
of  confidence,  but  is  a  revised  estimate  of  the  profits  of 
commercial  enterprises  in  general,  which  is  based  on  the 
palpable  facts  of  the  market.  The  wholesale  deprecia- 
tion of  securities  at  such  a  time  is  not  due  to  a  vague 
"  distrust,"  but  partly  to  the  plain  fact  that  the  money 
values  of  the  assets  which  they  represent  are  falling  and 
partly  to  forced  sales  necessitated  by  the  sudden 
demand  for  money.  Nor  is  the  demand  for  money 
itself  a  sign  of  failing  confidence.  The  banks  want  to 
reduce  their  demand  liabilities,  because  those  liabilities 
necessitate  a  larger  supply  of  legal  tender  money  than 
they  can  collect,  and  the  legal  tender  money  is  needed 
for  the  ordinary  practical  needs  of  commerce.  Of  course 
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distrust  of  a  business  means  an  expectation  that  it  will 
fail,  and  as  there  are  many  failures  during  a  crisis 
there  must  be  distrust  in  so  far  as  those  failures  are 
foreseen.  It  is  true  also  that  distrust  of  a  business 
begets  an  unwillingness  to  lend  and  the  inability  to  \ 
borrow  itself  hastens  the  failure  of  the  business  dis- 
trusted. But  nevertheless  the  crisis  does  not  originate 
in  distrust.  Loss  of  credit  in  fact  is  only  a  symptom. 


It  will  be  observed  that  our  theory  as  to  the  origina- 
tion of  trade  fluctuations  depends  ultimately  on  the 
correspondence  of  the  calculated  effects  of  the  assumed 
causes  with  the  known  characteristics  of  the  fluctuations. 
We  have  now  shown  that  the  monetary  organisation  of 
the  world  might  be  expected  to  engender  just  such 
periodic  fluctuations  as  do  actually  occur.  To  complete 
the  argument  we  ought  to  follow  this  conclusion  up  with 
a  statistical  investigation  tracing  the  correspondence 
of  the  recorded  facts  with  the  theory.  This  would  be  a 
gigantic  undertaking  and  would  need  a  far  bulkier  and 
more  ambitious  volume  than  the  present  work.  And 
the  phenomena  of  trade  fluctuations  are  so  well 
established  that  economists  and  statisticians  on  the  one 
hand  and  business  men  on  the  other  are  all  likely  to  agree 
as  to  whether  the  correspondence  is  established.  At 
the  same  time  I  do  not  underestimate  the  value  and  . 
importance  of  such  an  investigation,  even  with  the 
rather  insufficient  statistical  material  which  alone  is 
available.  In  the  absence  of  statistical  verification  I 
can  only  submit  the  views  set  forth  in  the  preceding 
pages  for  wrhat  they  are  worth. 


XVII 

BANKING  AND    CURRENCY   LEGISLATION  IN   RELATION 
TO   THE    STATE    OF   TRADE 

THE  preceding  chapters  have  been  devoted  to  an 
investigation  of  the  manner  in  which  trade  fluctuations 
are  generated  under  the  banking  and  currency  systems 
which  actually  prevail  in  the  world  at  the  present  time. 
Having  established  the  inherent  tendency  towards 
fluctuations  under  those  systems  we  might  leave  the 
subject  at  this  point.  But  there  is  another  very 
important  class  of  influences  to  be  taken  into  account, 
that  is  to  say,  the  legislative  and  administrative  action 
of  the  Sovereign  State.  That  action  falls  into  three 
distinct  categories.  First,  the  State  is  responsible  for 
the  banking  and  currency  system  of  the  country. 
Even  where  it  leaves  these  matters  entirely  unregulated, 
as  has,  for  instance,  been  practically  the  case  in  China, 
it  is  still  responsible  for  not  taking  action.  In  drawing 
attention  here  to  the  effect  of  State  action  upon  fluctua- 
tions I  do  not  mean  to  refer  to  the  responsibility  of  the 
State  for  maintaining  banking  and  currency  institutions 
under  which  fluctuations  may  arise.  That  is  a  subject 
already  dealt  with.  The  State  action  now  in  point  is 
that  which  is  directed  to  an  alteration  in  the  law  or 
practice  of  banking  and  currency.  Such  action  may  have 
far-reaching  effects  on  the  state  of  trade  not  only  in  the 
country  directly  concerned,  but  throughout  the  world. 
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The  second  form  of  State  action  which  we  shall  have 
to  consider  is  that  which  is  concerned  with  the  taxing 
power,  and  more  especially  with  the  imposition  or 
increase  and  the  removal  or  decrease  of  a  protective 
tariff.  The  third  is  concerned  with  the  functions  of  the 
State  as  the  manager  of  large  sums  of  money,  that  is 
to  say,  with  Government  Finance.  These  two  latter 
subjects  will  be  dealt  with  in  Chapters  XVIII  and  XIX. 
The  present  chapter  will  be  occupied  with  the  State 
regulation  of  banking  and  currency.  This  subject  is 
intimately  connected  with  that  of  the  supply  of  the 
precious  metals,  which  was  discussed  in  Chapter  X.  It 
was  then  pointed  out  that  the  annual  supply  of  gold  is 
not  great  enough  relatively  to  the  accumulated  stock 
of  gold  to  occasion  short-period  fluctuations  of  trade, 
but  that  changes  in  the  annual  supply  may  have 
important  effects  over  long  periods.  The  history  of 
currency  throughout  the  world  during  the  past  half- 
century  has  been  greatly  affected  by  the  history  of 
gold-mining  and  silver-mining  in  the  same  period.  The 
production  of  silver  has  increased  steadily,  but  the 
production  of  gold  has  been  subject  to  great  variations. 
The  gold  discoveries  in  America  and  Australia  just 
before  1850  enormously  increased  the  annual  output, 
and  for  twenty-five  years  after  that  date  the  annual 
supply  of  gold  was  far  beyond  anything  of  which  the 
world  had  till  then  had  experience.  About  1875, 
however,  the  mines  began  to  show  signs  of  diminished 
yield,  and  for  twenty  years  after  that  date  the  annual 
supply  was  about  5,000,000  oz.  as  compared  with  the 
6,000,000  or  7,000,000  till  then  yielded.  In  the 
'nineties  there  was  again  a  rapid  increase,  attributable 
partly  to  the  discovery  and  development  of  the  Trans- 
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vaal  mines  and  partly  to  the  invention  of  new  processes. 
The  annual  supply  has  increased  ever  since  (subject  to 
a  temporary  set-back  in  1900  owing  to  the  closing  of 
the  South  African  mines  during  the  war)  and  has  now 
reached  the  enormous  total  of  22,000,000  oz.  or  nearly 
£100,000,000  worth. 

Fifty  years  ago  the  world's  currency,  taken  as  a  whole, 
was  bimetallic.  There  were  (as  there  still  are)  countries 
which  used  inconvertible  paper  and  there  were  many 
monometallic  states.  England  already  had  a  gold 
standard.  Many  countries,  especially  in  the  East,  had 
silver  standards.  But  in  the  majority  of  European 
nations  the  free  or  practically  free  coinage  of  both  gold 
and  silver  in  unlimited  quantities  prevailed.  Where  a 
metal  is  coined  on  application  practically  without 
charge  and  without  limitation  of  quantity  it  must 
circulate  at  its  bullion  value.  If  it  is  worth  more  as 
bullion  than  as  coin,  coin  will  be  melted  into  bullion, 
and  if  it  is  worth  more  as  coin  than  as  bullion,  bullion 
will  be  presented  for  coinage.  In  fact  under  such  a 
system  a  coin  is  nothing  more  than  an  ingot  of  metal 
of  which  the  weight  and  fineness  are  certified  by  the 
Government.  Where  both  gold  and  silver  are  coined  on 
application  both  will  circulate  at  their  bullion  value. 
The  inconvenience  of  having  two  independent  units  of 
money1  would  be  serious,  and  it  was  therefore  the 
practice  in  countries  with  a  bimetallic  system  of 
currency  to  prescribe  a  ratio  between  the  gold  and  silver 
units.  The  amount  of  gold  in  a  French  20-franc  piece 
and  the  amount  of  silver  in  a  5-franc  piece  were  both 
prescribed  by  law,  and  it  was  also  prescribed  by  law  that 
the  one  should  be  legal  tender  for  twenty  francs  and  the 

1  This  was  largely  the  practice  till  the  nineteenth  century. 
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other  for  5  francs.  The  gold  franc  unit  was  legal  tender 
for  the  same  amount  as  the  silver  franc  unit,  and  as 
the  weight  of  silver  in  the  latter  was  15£  times  the 
weight  of  gold  in  the  former,  the  effect  of  the  law  was  to 
secure  that  gold  should  be  worth  15  \  times  as  much 
as  silver  in  France.  So  long  as  gold  and  silver  were 
circulating  side  by  side  under  these  conditions  the  ratio 
of  the  market  value  of  the  two  metals  could  never 
diverge  far  from  the  legal  coinage  ratio.  For  this  could  only 
occur  if  the  market  value  of  one  or  other  or  both  metals 
diverged  from  its  value  as  coin,  and  that  divergence,  as 
we  have  seen,  would  be  rapidly  corrected  by  the 
presentation  for  coinage  of  the  metal  which  is  over- 
valued as  coin  or  the  melting  down  of  the  metal  which  is 
undervalued  as  coin.  Thus,  if  there  were  a  sudden 
increase  in  the  supply  of  gold  the  consequence,  apart 
from  the  legal  regulation  of  the  ratio,  would  be  a  fall  in 
the  value  of  gold  and  consequently  in  the  ratio.  But 
if  gold  coin  is  worth  more  than  gold  bullion  when 
reckoned  in  silver,  gold  will  be  continually  presented 
for  coinage  ;  the  quantity  of  currency  will  be  increased  ; 
the  prices  of  commodities  and  in  particular  of  gold  and 
silver  bullion  will  rise  ;  as  the  gold  is  coined  the  quantity 
of  gold  bullion  in  the  market  will  be  decreased  and  the 
price  of  gold  bullion  will  rise  more  than  in  proportion 
to  the  prices  of  other  commodities  ;  as  the  price  of  silver 
bullion  rises,  silver  will  become  worth  less  as  coin  than 
as  bullion  and  silver  coin  will  be  melted,  thus  increas- 
ing the  supply  of  silver  bullion,  the  price  of  which  will 
rise  less  than  in  proportion  to  the  prices  of  other 
commodities.  These  processes  will  go  on  until  the 
ratio  between  the  market  prices  of  the  metals  is  again 
equal  to  the  legal  ratio.  The  net  result  will  have  been 
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that  the  new  gold  has  to  a  great  extent  displaced  the 
silver  coinage.  So  long  as  there  is  any  nation  in  the 
world  with  an  effective  bimetallic  system,  that  is  to  say, 
a  system  under  which  both  metals  are  actually  coined 
and  circulated  together,  the  market  prices  of  the  metals 
will  be  all  over  the  world  approximately  in  the  ratio 
there  legally  established.1  But  it  may  happen  that 
there  is  so  great  an  increase  in  the  supply  of  one  of  the 
two  metals  as  to  displace  the  other  metal  altogether 
from  the  coinages  of  all  the  bimetallic  countries  in  the 
world.  If  this  occurs  the  legal  ratio  ceases  to  be 
operative,  and  the  bimetallic  countries  become  practi- 
cally monometallic  users  of  the  metal  so  cheapened. 

Precisely  the  same  effect  may  be  produced  by  an 
increased  demand  for  one  of  the  two  metals.  This 
actually  occurred  when  the  newly  constituted  German 
Empire  decided  in  1871  to  adopt  a  gold  standard.  The 
increased  supplies  of  gold  in  the  preceding  twenty  years 
had  been  accompanied  by  increased  supplies  of  silver 
and  the  bimetallic  system  in  Europe  had  remained 
unimpaired.  As  it  turned  out,  however,  the  system 
failed  to  stand  the  strain  of  the  substitution  of  gold  for 
silver  as  the  metal  in  ordinary  use  in  Germany.  Till 
then  the  German  States  had  been  mainly  silver-using, 
and  only  about  7  per  cent  of  their  aggregate  standard 
coinage  was  gold.  The  adoption  of  the  gold  standard 
meant  the  ultimate  issue  of  additional  gold  coin  to  the 
value  of  something  like  £100,000,000.  Of  course,  this 

1  Incidentally  it  follows  that  there  cannot  exist  simultaneously  effective 
bimetallic  systems  in  two  countries  with  appreciably  different  ratios. 
As  a  matter  of  fact,  the  legal  ratio  in  the  United  States,  16  to  1,  under- 
valued silver  in  terms  of  gold  as  compared  with  the  European  bimetallic 
systems,  and  consequently  the  silver  standard  dollar  did  not  in  practice 
circulate  there. 


BANKING  AND  CURRENCY  LEGISLATION    221 

could  only  be  done  over  a  series  of  years.  The  old 
silver  thaler  only  ceased  to  be  unlimited  legal  tender  in 
1876,  by  which  time  gold  to  the  value  of  nearly 
£70,000,000  had  been  issued.  But  the  rate  of  progress 
was  quite  sufficient  to  cause  something  like  a  gold 
famine.  As  it  happened,  two  of  the  great  bimetallic 
countries  which  would  ordinarily  have  possessed  large 
stocks  of  metal  currency  were  under  an  inconvertible 
paper  regime  at  the  time.  The  United  States,  which 
owing  to  the  legal  undervaluation  of  silver  was  practi- 
cally on  a  monometallic  gold  basis,  had  suspended  the 
payment  of  its  notes  in  specie  in  1862,  shortly  after  the 
outbreak  of  the  Civil  War,  and  the  notes  had  been  at  a 
discount  ever  since.  France,  likewise  under  the  stress 
of  war,  had  suspended  the  payment  of  Bank  of  France 
notes  in  1870  and  had  exported  much  of  the  large  gold 
reserve  usually  held  by  the  bank.  Italy,  Austria, 
Russia,  and  Spain  were  also  using  inconvertible  paper, 
so  that  the  region  within  which  bimetallism  was  effective 
was  really  very  small.  The  displacement  of  gold  by 
silver  began  to  be  felt  towards  the  end  of  1872,  when 
Denmark,  Norway,  and  Sweden  adopted  the  gold 
standard,  while  Holland  found  it  necessary  to  suspend 
the  free  coinage  of  silver.  The  "  Latin  Union,"  com- 
posed of  France,  Italy,  Belgium,  Greece  and  Switzerland, 
followed  suit  by  limiting  the  coinage  of  the  standard 
silver  pieces  of  five  francs  to  a  certain  fixed  aggregate 
in  1874,  a  measure  renewed  from  year  to  year  till  the 
issue  of  these  coins  was  finally  stopped  by  an  agreement 
arrived  at  in  1878.  Meanwhile,  France  and  the  United 
States  were  preparing  for  a  resumption  of  specie  pay- 
ments, and  this  was  accomplished  by  both  practically 
on  a  gold  basis  in  1878.  In  France,  as  we  have  already 


222  GOOD   AND   BAD   TRADE 

seen,  the  5-franc  piece,  though  no  longer  coined, 
remained  unlimited  legal  tender.  In  the  United  States 
not  only  was  the  silver  dollar  made  unlimited  legal 
tender,  but  provision  was  made  for  the  coinage  of  a 
limited  quantity  of  new  silver  dollars  every  month.  In 
the  seven  years,  however,  from  1871  to  1878,  the  entire 
system  of  bimetallism  had  really  been  swept  away. 
The  old  ratio  of  15  J  to  1,  which  had  prevailed  in  the 
bimetallic  states  and  had  therefore  governed  the 
relative  values  of  gold  and  silver  all  over  the  world, 
had  vanished,  and  the  market  ratio  had  reached  18  to  1. 
The  East  continued  to  use  silver,  but  in  the  West  the 
demand  for  metal  for  coinage  was  concentrated  exclu- 
sively on  gold,  of  which  the  supply  had  just  begun  to 
fall  off.  Even  the  nations  which  still  had  inconvertible 
paper  currencies  began  to  aim  at  accumulating  gold 
reserves  with  a  view  to  the  resumption  of  specie  pay- 
ments. The  coincidence  of  these  measures  with  the 
shortage  of  the  gold  supply  between  1875  and  1890  led 
to  a  very  heavy  fall  in  the  prices  of  commodities.  Mr. 
Sauerbeck's  "  Index  Number,"  which  expresses  the 
general  level  of  prices  in  England  from  time  to  time 
as  a  percentage  of  the  average  level  for  the  ten  years, 
1867  to  1877,  fell  steadily  and  reached  a  minimum  of 
59  in  July,  1896. 

The  continued  coinage  of  silver  dollars  in  the  United 
States,  even  though  limited,  was  almost  the  only 
important  currency  measure  which  tended  to  mitigate 
the  general  gold  famine.  In  practice  the  dollars  them- 
selves were  usually  not  issued,  but  "  silver  certificates  " 
were  used  for  circulation  instead,  and  under  the  amend- 
ing legislation  of  1890  the  formality  of  coining  was 
dispensed  with,  the  silver  being  bought  to  the  amount 
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of  4,500,000  oz.  a  month  and  paid  for  in  "  Treasury 
notes,"  which  were  legal  tender,  just  like  the  existing 
United  States  notes  or  "  greenbacks."  During  the 
'eighties  the  effect  of  the  issue  of  silver  certificates  was 
partly  counteracted  by  a  contraction  of  the  bank-note 
circulation,  but  after  1890  this  ceased  to  be  the  case  and 
the  full  effect  of  the  increase  of  the  legal  tender  paper 
in  displacing  gold  began  to  be  felt.  Large  sums  of  gold 
were  exported,  and  in  1893,  when  the  gold  basis  of  the 
currency  was  found  to  be  endangered  by  the  depletion 
of  the  stock  of  gold,  there  was  an  acute  financial  crisis 
and  the  issue  of  notes  against  silver  was  brought 
hurriedly  to  an  end.  Thenceforward  the  entire  needs  of 
the  Western  World  for  fresh  standard  currency  had  to 
be  met  from  the  annual  output  of  gold.  And  just  then, 
as  it  happened,  the  output  of  gold  began  to  increase. 
In  1892  it  reached  7,000,000  oz.,  an  amount  in  excess 
of  that  annually  produced  in  the  period  before  1875. 
By  1899  it  amounted  to  no  less  than  14,800,000  oz., 
and  in  1903,  after  the  end  of  the  war  in  South  Africa, 
to  15,800,000  oz.,  while  in  1912  the  output  exceeded 
22,000,000  oz.  The  gold  standard  systems  adopted  in 
the  'seventies  have  been  maintained,  and  the  increase 
in  the  gold  supply  has  facilitated  the  passage  to  a  gold 
standard  of  countries  like  Russia,  Austria,  and  Italy, 
which  during  the  gold  famine  had  vainly  endeavoured 
to  absorb  inflated  issues  of  legal  tender  paper.  The 
rise  in  the  prices  of  commodities  since  1896  has  been 
almost  as  marked  as  the  fall  in  the  years  preceding  that 
date.  Whereas  Mr.  Sauerbeck's  index  number  fell  to 
59-2  in  1896,  the  lowest  point  touched  during  the 
depression  which  followed  the  American  crisis  of  1907 
was  71*9. 
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We  must  now  examine  the  bearing  of  these  relatively 
long-period  changes  upon  the  theory  of  fluctuations. 
For  this  purpose  it  is  necessary  to  consider  them  in 
connexion  with  the  other  long-period  changes  which 
formed  the  subject  of  Chapter  X.  If  wealth  and  popula- 
tion were  stationary  there  would  be  no  need  for  additions 
to  the  world's  currency. 

Every  day  a  certain  number  of  people  pass  out  of  the 
ranks  of  the  working  population  on  account  of  age, 
infirmity,  or  other  reasons.  Every  day  a  certain  number 
of  young  people  reach  the  age  at  which  they  begin  work. 
In  virtue  of  the  tendency  of  population  to  increase  the 
gains  exceed  the  losses.  If  work  is  to  be  found  for  the 
additional  working  population  there  will  be  a  pro- 
portional increase  in  the  output  of  commodities,  and 
consequently  also  in  the  demand  for  borrowed  money 
to  finance  industry  and  in  the  demand  for  legal  tender 
money  to  pay  wages.  These  latter  demands  the  banks 
will  not  be  prepared  to  meet  unless  there  is  a  pro- 
portional increase  in  the  stock  of  legal  tender  money. 
If  we  assume  for  the  moment  the  absence  of  monetary 
disturbances  and  of  the  consequent  fluctuations,  then 
so  long  as  existing  prices  and  money  values  remain 
unaltered  the  trade  of  the  country  can  absorb  only  so 
much  of  the  new  supply  of  labour  as  the  increase  in  the 
stock  of  legal  tender  money  will  provide  for.  If  the 
increase  is  insufficient  to  provide  for  all,  those  un- 
provided for  will  go  to  swell  the  total  of  the  unemployed 
or  will  displace  people  till  then  in  employment.  In  fact, 
though  the  new  recruits  all  contribute  in  a  sense  to  the 
aggregate  demand  for  commodities,  only  those  who 
earn  money  contribute  to  the  aggregate  effective  demand. 
The  demand  emanating  from  those  who  have  no  money 
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counts  for  nothing  in  the  organisation  of  industry.  But 
of  course  the  increase  in  the  unemployed  sets  up  a 
tendency  towards  lower  wages,  and  as  this  tendency 
makes  itself  felt,  prices  fall,  the  demand  for  com- 
modities increases,  and  the  surplus  labour  is  absorbed. 

On  the  other  hand,  if  the  supply  of  currency  is 
increasing  more  rapidly  than  the  supply  of  labour  there 
will  be  a  tendency  for  the  prices  of  commodities  to  rise 
continually,  and,  still  apart  from  any  question  of 
monetary  disturbances,  there  will  be  a  chronic  state  of 
good  trade. 

In  practice  these  tendencies  are  important  not  so 
much  in  themselves  as  when  superimposed  on  a  trade 
fluctuation.  When  trade  is  on  the  down  grade,  and 
there  is  at  the  same  time  an  insufficient  supply  of  new 
currency,  the  number  of  unemployed  will  be  increased 
by  the  natural  increase  of  the  working  population. 
The  severity  of  the  distress,  which  furnishes  the  induce- 
ment to  accept  lower  wages,  will  be  correspondingly 
intensified,  and  the  fall  of  wages  will  no  doubt  be 
accelerated.  The  depression  will  be  either  more  pro- 
longed, or  more  severe,  or  both  more  prolonged  and 
more  severe,  than  it  would  have  been  but  for  the 
scarcity  of  currency.  And  in  the  same  circumstances 
the  period  of  revival  will  be  less  prolonged,  or  less  pro- 
nounced, or  both.  An  abundant  supply  of  new  currency 
will  have  the  contrary  effect,  mitigating  a  depression 
and  stimulating  and  prolonging  a  revival  of  trade. 

In  practice  the  long-period  price  changes,  while  they 
have  not  been  large  enough  to  disturb  the  course  of  the 
ordinary  trade  fluctuations  very  seriously,  have  been 
by  no  means  negligible.  Again  employing  Mr.  Sauer- 
beck's index  numbers,  we  find  the  following  comparisons 
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between  the  price  levels  in  years  of  minimum  trade. 
Each  of  the  years  selected  is  one  in  the  trough  of  a 
depression  when  prices  were  at  their  lowest,  and  they 
are  therefore  fairly  comparable  : — 

Year  Index  Number 

1849  74 

1858  91 

1870  96 

1879  83 

1887  68 

1896  61 

1903  69 

1908  73 

In  the  nine  years  from  1849  to  1858,  immediately  after 
the  gold  discoveries  in  Australia  and  California,  prices 
rose  by  2  per  cent  per  annum.  In  the  next  twelve 
years,  1858-70,  they  rose  by  less  than  |  per  cent  per 
annum.  In  1871  the  abandonment  of  bimetallism 
began  with  the  German  Gold  Standard  Law,  and  in 
1873  the  gold  supply  fell  below  5,000,000  oz.  In  the 
nine  years  1870-9  prices  fell  by  about  li  per  cent  per 
annum,  and  in  the  eight  years  1879-87  by  2J  per  cent 
per  annum.  In  1892  the  gold  supply  began  to  revive, 
and  in  the  nine  years  1887-96  the  fall  was  little  more 
than  1  per  cent  per  annum,  and  in  the  seven  years 
1896-1903  the  fall  was  replaced  by  a  rise  of  nearly 
2  per  cent,  and  prices  have  continued  to  rise,  though 
at  a  diminishing  rate,  since  then.  Thus  the  long-period 
variations  of  pricer  have  usually  progressed  at  a  rate  of 
between  1  and  2  per  cent  per  annum. 

And  as  a  matter  of  fact,  during  the  gold  famine  from 
1873  to  1896  the  periods  of  depression  were  long  and 
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severe  while  the  periods  of  good  trade  were  short  and 
incomplete.  The  financial  crisis  of  1873  ushered  in  a 
period  of  bad  trade  which  persisted  until  1881.  The 
revival  which  began  in  that  year  was  of  no  great  extent 
and  only  lasted  till  1883,  when  there  ensued  another 
severe  set-back.  A  more  pronounced  recovery  took 
place  in  1889,  but  this  in  turn  came  to  an  end  in  1892 
and  trade  remained  very  bad  till  1896.  The  period  of 
good  trade  which  began  in  1896  lasted  till  1901  and  was 
longer  and  more  substantial  than  any  since  1873.  It  is 
true  that  the  depression  which  followed  lasted  till  the 
end  of  1905  and  was  therefore  as  long  as  those  of 
1892-6,  and  1884-8,  but  it  was  conspicuously  less 
severe  than  either  of  these  latter.  The  revival  that 
followed  lasted  only  two  years,  since  it  collapsed  at  the 
end  of  1907,  but  then  the  corresponding  depression  was 
equally  short,  being  practically  over  by  the  end  of 
1909,  when  the  present  period  of  good  trade  may  be 
said  to  have  begun. 

Experience  suggests  that  a  scarcity  of  new  gold 
prolongs  the  periods  of  depression  and  an  abundance 
of  new  gold  shortens  them,  so  that  the  whole  period  of 
a  fluctuation  is  somewhat  shorter  in  the  latter  circum- 
stances than  in  the  former.  The  rapid  oscillations 
between  1849  and  1873  seem  to  confirm  this,  though 
the  statistical  information  for  that  period  is  rather 
insufficient,  and  trade  was  harassed  throughout  the 
period  by  repeated  wars. 

Another  consequence  of  long-period  changes  in  the 
gold  supply  deserves  mention,  though  its  connexion  with 
trade  fluctuations  is  less  direct.  This  is  the  effect  on 
the  rate  of  interest.  We  have  seen  that  short-period  price 
changes,  so  far  as  they  are  foreseen,  affect  the  rate  of 
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interest  for  short  loans.  The  expectation  of  long-period 
price  changes  must  affect  the  rate  of  interest  on  per- 
manent investments.  If  prices  are  going  to  fall  for  the 
next  twenty  years  at  the  rate  of  1  per  cent  per  annum, 
and  if  the  natural  rate  of  interest  is  3|  per  cent,  the 
right  to  receive  £3  10s.  per  annum  will  be  worth  much 
more  than  £100.  For  if  £100  were  expended  on  fixed 
capital  the  yield  would  initially  be  £3  10s.,  but  the 
commodities  produced  would  drop  in  value  every  year 
till  after  twenty  years  they  would  be  worth  only  about 
80  per  cent  of  £3  10s.  or  £2  16s.  The  right  to  receive 
£3  10s.  in  money  in  perpetuity  is  worth  more  than  the 
right  to  receive  annual  consignments  of  commodities 
which  are  now  worth  £3  10s.  but  which  in  the  future 
will  be  worth  something  less.  At  the  same  time  it 
must  be  admitted  not  only  that  it  is  difficult  to  form  a 
reliable  opinion  as  to  what  the  output  of  gold  and  the 
world's  currency  systems  will  be  twenty  years  hence, 
but  that  as  a  matter  of  fact  the  people  who  deal  in 
investments  know  and  care  nothing  about  the  purchas- 
ing power  of  money.  Does  it  follow  then  that  the 
relation  of  the  production  of  gold  to  the  rate  of  interest 
is  a  matter  of  academic  theory  ?  By  no  means  ;  for 
the  people  who  deal  in  investments  do  pay  the  closest 
attention  to  the  profits  of  business,  as  shown  by  experi- 
ence, and  those  profits  are  affected  by  price  movements. 
In  fact  it  is  the  past  output  of  gold,  not  the  future 
output,  which  really  affects  the  rate  of  interest.  This 
is  clearly  seen  when  the  actual  movements  in  the  prices 
of  securities  are  examined.  The  price  of  Consols  started 
to  rise  after  the  collapse  of  trade  which  occurred  in 
1873,  and  rose  steadily  (except  for  slight  reactions 
during  the  trade  revivals  of  1881-3  and  1889-91)  till  it 
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reached  a  maximum  in  1897,  i.e.  in  a  year  when  the 
output  of  gold  had  for  some  time  been  increasing  and 
had  reached  the  total,  till  then  unparalleled,  of 
11,420,000  oz.  The  high  price  was  unaffected  by  any 
expectation  of  a  high  "  profit  rate  "  simply  because  no 
one  ever  thought  of  considering  what  effect  on  the 
yield  of  capital  the  increased  gold  production  would 
have.  But  the  price  was  affected  by  the  experience  of 
investments  during  the  long  gold  famine  when  profits 
had  been  low  almost  for  a  generation,  and  indeed  it  may 
be  regarded  as  the  outcome  of  this  experience.  In  the 
same  way  the  low  prices  of  securities  at  the  present 
time  are  the  product  of  the  contrary  experience,  the 
great  output  of  gold  in  the  last  twenty  years  having 
been  accompanied  by  inflated  profits.1 

But  besides  these  long-period  changes  there  are  other 
currency  measures  which  are  of  a  character  to  have  a 
more  direct  and  immediate  effect  on  the  state  of  trade. 
For  example,  it  often  happens  that  a  nation  which 
ordinarily  uses  a  metallic  currency  resorts,  under  stress 
of  war  or  for  some  similar  reason,  to  the  issue  of  in- 
convertible paper.  If  this  is  done  by  a  large  and 
important  nation  the  quantity  of  gold  displaced  may  be 
sufficient  of  itself  to  occasion  an  abnormal  activity  of 
trade  in  the  surrounding  countries.  The  United  States 
issued  inconvertible  paper  in  excessive  quantities 
during  the  Civil  War,  and  France  suspended  specie 
payments  during  the  war  of  1870.  In  both  cases  the 
effect  seems  to  have  been  rather  to  intensify  an 

1  It  is  of  some  interest  to  note  that  the  average  rate  of  discount  for 
three  months  bills  during  the  ten  years  1888-97  was  2 '17  per  cent,  while 
the  yield  of  Consols  at  the  average  market  price  for  1897  was  2'25  per 
cent.  For  the  ten  years  ended  1911  the  average  rate  of  discount  was 
3-07  per  cent,  and  the  yield  of  Consols  in  1911  was  3'15  per  cent. 
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expansion  of  trade  already  under  way,  than  to  cause 
an  independent  fluctuation.  It  is  likewise  true  that 
the  simultaneous  resumption  of  cash  payments  by  both 
nations  in  1878  increased  the  severity  of  the  trade 
depression  which  then  prevailed. 

It  often  happens  that  when  a  period  of  inflation  has 
resulted  in  a  crisis,  Governments  are  induced  to  take 
emergency  measures  for  relieving  the  scarcity  of  legal 
tender  currency  which  is  characteristic  of  such  con- 
ditions. Provided  this  is  done  only  when  the  state  of 
crisis  is  really  in  being,  and  provided  the  rate  of  interest 
on  temporary  loans  is  kept  up  high  enough  to  secure  a 
steady  contraction  of  credit  money,  it  is  a  perfectly 
justifiable  measure.  It  will  enable  the  banks  to  carry 
out  the  contraction  gradually,  whereas  this  can  be 
effected  suddenly  only  at  the  cost  of  widespread 
bankruptcies.  But  if  the  issue  of  emergency  currency 
(presumably  in  the  form  of  legal  tender  paper)  is  made 
prematurely  in  order  to  stave  off  the  crisis  and  the 
rate  of  interest  is  not  raised,  it  is  likely  only  to  make 
the  crisis  more  severe  when  it  comes,  and  the  subsequent 
return  to  a  metallic  currency  will  be  all  the  more 
painful. 

It  is  not  necessary  to  attempt  an  exhaustive 
examination  of  all  the  banking  and  currency  measures 
by  means  of  which  a  Government  may  intentionally 
or  unintentionally  influence  the  state  of  trade.  The 
only  other  case  that  calls  for  special  mention  is 
that  of  legislation  facilitating  or  impeding  the  use  of 
credit  money.  The  use  of  credit  money  cannot,  as  a 
rule,  be  increased  in  a  country  merely  by  legislation. 
It  depends  more  upon  the  habits  of  the  people  than 
upon  laws  or  regulations.  But  it  may  happen  that 
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some  vexatious  legal  obstacle  to  the  free  use  of  credit 
money  is  removed  in  response  to  a  strong  popular 
demand.  In  such  a  case  the  creation  of  a  flood  of  credit 
money  would  cause  an  abnormal  expansion  of  trade, 
and  the  export  of  superfluous  gold  would  spread  the 
effects  far  and  wide. 


XVIII 

TAXATION  IN  RELATION  TO  THE  STATE  OF  TRADE 

THE  Government  in  its  capacity  of  the  taxing  authority 
does  not  for  the  most  part  seriously  affect  the  course  of 
trade  fluctuations.  But  to  this  rule  there  is  to  be 
found  one  very  important  exception  in  protective 
tariffs.  Protective  tariffs  are  avowedly  imposed  for  the 
purpose  of  affecting  trade  as  well  as  producing  revenue, 
and  it  will  be  found  that  they  are  of  material  importance 
in  trade  fluctuations. 

It  was  shown  in  Chapter  IX  that  the  existence  of  a 
tariff  really  has  very  little  effect  on  a  trade  movement. 
The  two  or  three  consequences  then  deduced  were  none 
of  them  very  momentous.  But  we  are  concerned  in  the 
present  chapter  with  a  change  in  a  tariff.  The  imposition 
or  increase  and  the  removal  or  decrease  of  a  protective 
tariff  involve  very  complicated  adjustments  which  we 
must  now  proceed  to  investigate. 

First,  we  will  consider  the  case  of  the  imposition  of  a 
new  tariff,  or  the  increase  of  an  existing  tariff,  in  any 
country  with  a  gold  standard.  For  the  sake  of  simplicity 
we  will  assume  that  the  tariff  is  applied  impartially  to  all 
imported  goods  at  approximately  the  same  rates.  The 
immediate  effect  of  the  new  tariff  will  be  that  foreign 
producers  can  no  longer  accept  orders  at  the  same 
prices  as  before  except  at  a  sacrifice  of  profit  and 
probably  at  an  actual  loss.  The  dealers  in  goods  all  or 
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part  of  the  supply  of  which  is  imported  (which  for 
brevity  may  be  called  "  import  commodities  ")  will 
find  that  they  cannot  replenish  their  stocks  on  as 
favourable  terms  as  before.  The  domestic  producer  will 
be  able  to  take  the  same  orders  as  before  at  the  old 
prices,  but  the  foreign  producer  will  ask  prices  higher 
by  all  or  part  of  the  new  import  duties.  In  preference 
to  paying  these  increased  prices  the  dealers  will  give 
larger  orders  to  the  domestic  producers.  The  domestic 
producers  will  be  prepared  to  increase  their  output.  If 
their  plant  is  already  fully  employed  they  will  probably 
only  do  so  in  return  for  some  increase  of  price.  If  their 
plant  is  not  fully  employed  they  may  be  ready  to  take 
some  increase  of  orders  without  any  increase  of  price. 
It  is  unlikely,  except  in  particular  trades  where  the 
proportion  of  goods  obtained  from  abroad  is  small,  that 
the  entire  demand  can  be  supplied  with  no  increase  of 
price.  At  the  same  time  the  foreign  producer  will  find 
his  business  curtailed.  He  will  receive  the  same  orders 
from  his  own  country  as  before,  but  his  profit  on  the 
goods  which  have  to  pay  the  increased  tariff  will 
probably  be  turned  into  a  loss.  Rather  than  face  the 
large  diminution  of  output  involved  in  the  entire 
abandonment  of  this  branch  of  his  trade,  he  will  offer 
goods  at  a  price  increased  by  something  less  than  the 
amount  of  the  import  duty.  A  new  equilibrium  will  be 
reached  in  the  trade  in  import  commodities ;  the 
domestic  supply  will  be  increased  ;  the  foreign  supply 
will  be  diminished ;  the  wholesale  prices  will  be 
increased  ;  the  prices  received  by  the  foreign  producers 
(being  the  wholesale  prices  less  the  import  duties)  will 
be  diminished.  But,  of  course,  the  dealers  cannot  as  a 
permanent  arrangement  pay  the  increased  wholesale 
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price  out  of  their  own  pockets.  There  must,  sooner  or 
later,  be  a  corresponding  rise  in  retail  prices.  This  is 
none  the  less  so  if  there  is  a  ring  or  combination  among 
the  dealers  with  complete  control  of  prices,  for  the  scale 
of  prices  likely  to  secure  the  highest  profit  to  the  ring 
will  be  higher  than  before.  This  increase  in  retail 
prices  will  involve  some  diminution  in  the  demand  for 
import  commodities.  The  domestic  producer  will  still 
be  able  to  find  a  market  for  a  larger  output  and  yet  at 
a  higher  wholesale  price  than  before,  and  the  foreign 
producer  will  still  have  a  smaller  share  even  of  the 
diminished  demand  and  will  get  less  money  for  the 
goods  he  does  sell. 

But  obviously  this  equilibrium,  based  on  a  greatly 
diminished  importation  of  foreign  goods,  can  only  be 
temporary.  Nothing  has  happened  as  yet  to  affect  the 
volume  of  the  export  trade,  and  therefore  the  balance 
of  exports  and  imports  will  have  been  upset.  The 
excess  of  exports  will  give  rise  to  a  growing  indebted- 
ness from  abroad.  This  growing  indebtedness  cannot 
be  left  outstanding.  Indeed,  the  demand  for  loans  in 
the  protected  country  is  actually  stimulated,  since  the 
protected  trades  need  more  borrowed  money  to  finance 
their  increased  output,  and  probably  more  fixed  capital 
to  enable  them  to  increase  their  output  beyond  the 
capacities  of  their  existing  plant.  The  foreign  investor 
will  wish  to  transmit  money  to  take  advantage  of  these 
opportunities,  and  thus  to  the  indebtedness  from  abroad 
arising  from  the  excess  of  exports  of  goods  will  be 
added  a  further  indebtedness  arising  from  the  exports 
of  securities. 

The  rate  of  exchange  will  have  to  be  adjusted,  and 
(unless  the  increase  of  tariff  is  merely  trifling)  it  will  go 
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to  the  import  specie  point  and  gold  will  begin  to  be 
imported.  The  import  of  gold  must  go  on  until  the 
balance  between  exports  and  imports  is  restored.  The 
tendency  to  restore  the  balance  is  obvious  enough.  As 
the  gold  arrives  the  banks  proceed  to  build  up  credit 
money  upon  it.  The  purchasing  power  of  the  com- 
munity is  correspondingly  increased,  all  the  phenomena 
of  good  trade  ensue  and  prices  rise,  not  only  the  prices 
of  the  import  commodities,  but  the  prices  of  everything 
else  as  well.  As  the  prices  of  the  import  commodities 
rise,  the  effect  of  the  increased  tariff  in  excluding 
foreign  goods  is  diminished.  At  the  same  time  the  rise 
in  the  prices  of  other  commodities  diverts  a  portion  of 
the  goods  previously  exported,  to  meet  the  domestic 
demand. 

The  position  of  the  commodities  part  of  the  supply  of 
which  is  exported  (which  may  be  called  the  "  export 
commodities ")  deserves  careful  consideration.  The 
rise  in  the  price  of  the  protected  import  commodities 
does  not  necessarily  diminish  the  effective  demand  for 
other  commodities.  In  the  case  of  a  commodity  the 
demand  for  which  is  technically  "  elastic  "  an  increase 
in  price  means  an  actual  decrease  in  the  aggregate 
amount  of  money  spent  upon  it.  But  taking  any 
miscellaneous  selection  of  commodities,  if  there  is  a 
general  increase  in  their  prices  (with  no  accompanying 
increase  in  the  money  to  be  spent  on  all  commodities 
together)  the  presumption  is  that  the  inelastic  demand 
will  prevail  over  the  elastic  and  the  aggregate  of  money 
spent  on  the  commodities  of  which  the  prices  have 
increased  will  be  greater,  leaving  less  to  be  spent  on  the 
remaining  commodities.  It  is  probable,  therefore,  that 
apart  from  the  increase  in  purchasing  power  due  to  the 
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importation  of  gold  the  increase  of  price  in  the  import 
commodities  would  lead  to  more  money  being  spent 
by  the  consumer  on  those  commodities  and  less  on 
other  commodities.  But  if  that  is  so,  then  initially 
exports  will  actually  be  stimulated  and  all  the  more 
gold  will  have  to  be  imported  to  restore  the  balance  of 
exports  and  imports.  From  the  mere  fact  that  the 
reduction  of  exports  is  effected  by  an  increased  domestic 
demand  and  not  by  a  failure  of  the  foreign  demand,  it 
follows  that  at  this  stage  the  producers  of  export  com- 
modities will  be  experiencing  good  trade,  though,  of 
course,  not  so  good  as  the  protected  producers  of  import 
commodities. 

When  the  diminution  of  exports  and  the  increase  of 
imports  have  gone  far  enough  the  importation  of  gold 
will  cease.  But  even  then  permanent  equilibrium  will 
not  have  been  reached.  For  the  general  increase  of 
prices  will  have  upset  the  balance  between  wages  and 
profits.  If  money  wages  have  not  increased,  real  wages 
will  have  diminished  through  the  fall  in  the  purchasing 
power  of  money.  Finding  that  that  is  the  case  and  that 
their  employers'  profits  are  very  high,  the  workmen  will 
begin  to  press  for  an  increase  of  money  wages.  Some 
increase  the  employers  will  be  in  a  position  to  grant. 
But  as  soon  as  wages  rise  the  demands  on  the  banks 
for  legal  tender  money  will  begin  to  grow.  The  reaction 
from  good  trade  to  bad  will  set  in.  There  will  no  doubt 
follow  the  endless  cycle  of  fluctuations  which  we  have 
already  proved  to  be  the  natural  sequel.  With  the 
details  of  those  fluctuations  we  are  not  here  concerned. 
But  it  should  be  observed  that  the  future  normal  or 
average  position  about  which  trade  oscillates  will  be 
modified.  The  import  commodities  will  be  at  higher 
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prices  at  home  than  abroad,  while  the  export  commodi- 
ties will  be  at  the  same  prices  at  home  as  abroad. 
There  will  be  permanently  a  greater  stock  of  gold  in  the 
country  than  before  the  increase  of  tariff,  and  money 
wages  will  be  correspondingly  higher.  The  imports  of 
foreign  goods  and  exports  of  domestic  goods  will  both 
be  permanently  diminished.  The  domestic  production 
of  the  import  commodities  will  be  permanently  in- 
creased and  the  domestic  production  of  the  export 
commodities  will  be  permanently  diminished.  In  the 
first  reaction  from  the  period  of  good  trade  caused  by 
the  increase  of  the  tariff  these  changes  will  make  them- 
selves felt. 

The  prices  of  import  commodities  will  fall  as  much  as 
those  of  export  commodities,  but  they  will  start  at  a 
relatively  higher  level  and  will  stop  at  a  relatively 
higher  level.  The  domestic  producers  of  import  com- 
modities will  start  with  exceptionally  high  profits, 
which  will  give  them  a  margin  to  cover  both  the  rise  of 
wages  and  the  fall  of  prices.  The  producers  of  export 
commodities  will  find  that  their  goods  fall  to  the  same 
prices  as  in  former  periods  of  depression  and  will  in 
addition  have  to  pay  the  increased  rate  of  money  wages. 
Thus  the  burden  of  the  trade  depression  will  be  thrown 
on  the  export  businesses.  There  will  be  little  un- 
employment among  the  workmen  engaged  in  producing 
the  import  commodities,  but  there  will  be  a  double 
allowance  of  unemployment  among  those  engaged  in 
producing  the  export  commodities.  The  fall  of  wages 
which  occurs  in  these  conditions  will  therefore  be  more 
rapid  among  the  latter  than  among  the  former.  There 
will  be  a  tendency  for  workmen  to  pass  from  the  one 
set  of  trades  into  the  other,  but  this  can  only  take 
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place  gradually  and  it  may  be  many  years  before 
industry  has  completely  accommodated  itself  to  the 
new  conditions. 

From  the  preceding  exposition  it  follows  that  the 
imposition  of  a  new  protective  tariff  or  the  increase  of 
an  existing  protective  tariff  does  occasion  an  expansion 
of  trade.  As  to  whether  it  is  a  desirable  measure,  that 
is  a  highly  controversial  question.  But  to  avoid  mis- 
understanding it  will  be  well  to  point  out  that  it  is  only 
a  change  in  the  direction  of  higher  protection  that  has 
this  effect  and  the  effect  soon  exhausts  itself ;  the 
mere  existence  of  a  tariff,  high  or  low,  unchanged  has 
no  such  effect.  Repeated  resort  to  this  expedient  for 
stimulating  trade  means  ever  higher  and  higher  pro- 
tection, and  when  the  protection  is  so  high  as  to  be 
practically  prohibitive  a  further  increase  no  longer 
produces  any  result.  Moreover,  it  must  not  be  supposed 
that  "  good  "  trade  is  an  unmixed  blessing.  It  is  true 
that  it  is  very  profitable  to  capital,  but  the  high  profits 
are  obtained  at  the  expense  of  labour.  The  waste  due 
to  unemployment  is  avoided,  but  employment  is  good 
merely  because  real  wages  are  low,  and  much  of 
what  the  working  classes  gain  from  full  employment 
they  lose  through  the  high  cost  of  living.  And  as  soon 
as  wages  accommodate  themselves  to  the  rise  of  prices 
the  stimulus  to  trade  ceases  altogether. 

The  consequences  of  the  removal  or  reduction  of  a 
protective  tariff  may  be  dealt  with  in  the  same  way. 
The  first  result  will  be  that  dealers  in  import  com- 
modities will  be  able  to  get  their  foreign  supplies 
cheaper  than  before  ;  they  will  tend  to  give  orders  to 
the  foreign  producer  and  the  domestic  producer  will 
have  to  accept  lower  prices.  The  prices  actually 
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received  by  the  foreign  producers  will  be  increased, 
since  the  duty  has  no  longer  to  be  subtracted  from  the 
ruling  wholesale  price.  The  increase  of  imports  involves 
a  growing  balance  of  indebtedness  to  foreign  countries, 
which  can  only  be  corrected  by  an  adjustment  of  the 
rate  of  exchange.  The  rate  of  exchange  will  move  to 
the  export  specie  point  and  gold  will  be  exported.  The 
diminishing  purchasing  power  will  lead  to  a  diminishing 
domestic  demand  for  the  export  commodities;  and  a 
greater  proportion  of  the  output  of  those  commodities 
will  be  exported.  At  the  same  time  the  diminishing 
demand  for  the  import  commodities  will  lead  to  a 
smaller  importation.  The  general  contraction  of  demand 
will  present  all  the  features  of  a  trade  depression,  and 
so  long  as  money  wages  remain  undiminished  there  will 
be  unemployment,  especially  among  the  producers  of 
import  commodities.  But,  of  course,  the  general  fall 
of  prices  means  an  increased  purchasing  power  of  wages. 
Workmen  can  accept  a  reduction  of  money  wages  with- 
out being  placed  in  a  less  favourable  position  than  before 
the  change,  and  the  prevalence  of  unemployment  gives 
them,  as  is  always  the  case  during  a  trade  depression, 
an  inducement  to  do  so.  But,  as  in  the  contrary  case 
of  an  increase  in  the  tariff,  it  will  be  some  time  and  there 
may  be  several  oscillations  in  trade  before  the  industrial 
conditions  have  accommodated  themselves  to  the 
change.  Till  then  the  workmen  engaged  in  the  pro- 
duction of  the  import  commodities  will  be  in  a  less 
favourable  position  than  those  engaged  in  the  pro- 
duction of  the  export  commodities. 

Thus,  just  as  an  increase  in  a  protective  tariff  gives 
rise  to  an  expansion  of  trade,  so  a  decrease  in  a  pro- 
tective tariff  causes  a  depression.  Both  alike  are  quite 
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transitory  in  character.  But  even  so  these  two  facts 
completely  explain  the  tendency  of  nearly  all  countries, 
sooner  or  later,  to  adopt  protection  and  the  extreme 
difficulty  they  experience  in  getting  rid  of  a  protective 
tariff  when  it  has  once  been  set  up.  Either  increase  or 
decrease  of  the  tariff  causes  some  unsettlement  of 
existing  interests,  but  whereas  an  increase  occasions  an 
immediate  gain  to  traders  a  decrease  occasions  an 
immediate  loss. 

When  any  country  adopts  a  change  of  tariff  the 
effect  on  its  neighbours  is  the  contrary  of  the  effect  on 
itself,  though  ordinarily  so  much  diluted  that  it  is  of 
much  less  importance.  When  there  is  a  very  wide- 
spread movement  towards  increased  protection  the 
country  or  countries  which  do  not  follow  the  fashion 
may  suffer  quite  a  serious  trade  depression  from  the 
absorption  of  gold  by  the  protected  countries.  England 
was  to  some  extent  in  this  position  during  and  just 
after  the  gold  scarcity  from  1873  to  1890,  and  that  no 
doubt  is  the  explanation  of  the  very  low  rate  of  interest 
and  high  prices  of  securities  which  prevailed  in  England 
as  compared  with  other  countries  during  that  period. 

Measures  of  taxation  other  than  protective  tariffs 
are  not  for  the  most  part  of  much  importance  to  our 
subject.  There  is,  however,  one  other  such  measure 
which  deserves  mention.  At  the  present  time  it  is  the 
practice  in  the  majority  of  countries  to  raise  the  money 
necessary  for  local  as  distinguished  from  national 
administration  by  a  tax  on  real  property.  Real 
property  for  this  purpose  comprises,  on  the  one  hand, 
structures  and  improvements,  including  dwelling- 
houses,  factories,  and  most  forms  of  fixed  capital,  and  on 
the  other  hand  all  economic  rent  or  "land  values."  A 
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movement  exists  for  relieving  real  property  of  the 
former  class  wholly  or  partly  from  the  liability  for 
local  taxation  and  transferring  the  burden  on  to  the 
land  values.  Assume  that  this  step  is  taken  in  a 
country  where  the  existing  burden  on  property  is 
25  per  cent  of  the  annual  value,  and  let  the  prevailing 
rate  of  interest  be  4  per  cent,  so  that  property  is  worth 
25  years'  purchase  of  its  net  annual  value.  If  the  entire 
burden  is  transferred  to  land  values  or  provided  for  in 
any  other  way  which  will  relieve  the  structures  and 
improvements,  the  yield  of  fixed  capital  and  the  rents 
of  dwelling-houses  will  suddenly  be  raised  from  4  to 
5  per  cent  of  the  capital  cost,  the  extra  1  per  cent  being 
the  portion  hitherto  paid  by  way  of  taxation.  All 
openings  for  investment  in  fixed  capital  will  become 
more  profitable  than  before  in  this  proportion,  and  the 
country  concerned  will  attract  a  much  larger  proportion 
of  the  world's  savings  now  that  it  can  pay  5  per  cent 
instead  of  4.1 

Foreign  investors  will  wish  to  take  advantage  of  the 
opportunity  offered  for  employing  their  savings  profit- 
ably. In  order  to  do  so  the  money  must  be  transmitted 
in  the  ordinary  way  by  bills  of  exchange,  until  the 
demand  for  bills  abroad  drives  the  rate  of  exchange  to 
the  import  specie  point.  Gold  will  then  be  imported 
until  the  increase  in  purchasing  power  at  home  has 
stimulated  imports  and  diminished  exports  so  far  that 
the  divergence  between  them  covers  the  sums  remitted 

1  It  may  be  pointed  out  that  this  tendency  will  be  in  no  way  interfered 
with  by  the  increased  burdens  on  economic  rent.  Economic  rent  is 
merely  the  fee  paid  for  occupying  space ;  the  space  cannot  be  manu- 
factured, and  has  no  '•  cost  of  production  "  ;  a  burden  placed  upon  it 
cannot  diminish  the  supply  of  space  nor  can  the  removal  of  such  a  burden 
stimulate  the  supply. 
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from  abroad  for  investment.  Meanwhile  the  trades 
connected  with  the  construction  of  houses  and  fixed 
capital  will  receive  more  than  the  usual  number  of 
orders  and  contracts.  Employment  in  these  trades  will 
be  very  good,  the  prices  offered  will  be  high,  and  profits 
and  wages  will  grow  correspondingly,  and  this  state  of 
things  will  continue  until  all  the  most  profitable  open- 
ings for  investment  in  houses  and  fixed  capital  have 
been  used  up.  At  first  the  importation  of  gold  and  the 
rise  of  prices  will  stimulate  all  trades  alike,  but  as  soon 
as  a  sufficient  supply  of  gold  has  been  obtained  this 
effect  will  cease,  and  only  the  trades  directly  concerned 
in  the  provision  of  houses  and  fixed  capital  will  benefit. 
Finally,  when  the  attractions  to  investors  have  been 
used  up  these  latter  trades  also  will  revert  to  their 
normal  condition.  The  extra  gold  which  came  in  at  the 
beginning  of  the  process  will  be  sent  away  at  the  end, 
and  the  return  to  normal  conditions  will  accordingly  be 
accompanied  by  the  phenomena  of  depression.  This 
being  so,  any  reform  of  taxation  which  aims  at  relieving 
the  burdens  imposed  by  local  taxation  on  capital 
should  be  carried  into  effect  gradually.  If  it  is  done  too 
suddenly  the  violent  expansion  and  subsequent  con- 
traction of  trade  will  cause  loss  and  distress. 


XIX 

PUBLIC     FINANCE      IN      RELATION      TO      THE 
STATE      OF     TRADE 

WE  have  now  dealt  with  two  of  the  three  functions  of 
Government  which  possess  importance  in  the  theory 
of  fluctuations.  There  remains  still  to  be  considered 
the  position  of  the  Government  as  the  recipient  of  a 
very  large  income.  Incidental  to  this  are  all  the 
complicated  operations  of  Government  finance,  such 
as  National  Expenditure,  the  management  of  the 
Government  banking  accounts,  Government  borrow- 
ing, permanent  and  temporary,  and  the  repayment  or 
redemption  of  loans.  These  operations  derive  their 
importance  not  so  much  from  being  in  the  hands  of  the 
Executive,  as  from  being  carried  on  on  an  exception- 
ally large  scale.  They  are  not  very  different  from  the 
corresponding  operations  of  an  ordinary  business  firm 
or  company,  but  in  almost  all  countries  the  national 
revenue  is  far  greater  than  the  income  of  the  largest 
business. 

The  question  of  precisely  how  much  of  the  national 
wealth  is  taken  by  the  Government  in  the  form  of 
taxation  and  spent  on  administration  need  not  trouble 
us.  If  the  Government  wastes  money  that  is  a  bad 
thing,  but  though  it  may  make  the  country  poorer  it 
does  not  affect  the  state  of  trade. 

On  the  other  hand,  the  management  of  the  Govern- 

243 


244  GOOD   AND   BAD   TRADE 

ment  banking  accounts,  which  is  a  matter  of  far  less 
intrinsic  importance,  happens  to  be  of  considerable 
interest  in  the  theory  of  fluctuations.  It  is  usual  for 
the  Government  banking  account  in  any  country  to  be 
kept  at  the  Central  Bank,  where  such  an  institution 
exists.  In  England,  for  instance,  public  balances  are 
kept  (mainly)  at  the  Bank  of  England  ;  in  France,  at 
the  Bank  of  France ;  in  Germany,  at  the  Reichs- 
bank.  Under  this  system  the  Government  banking 
account  figures  among  the  demand  liabilities  of  the 
Central  Bank  alongside  the  balances  of  other  banks. 
Now  it  is  usual  for  the  Central  Bank  to  keep  its  liabilities 
in  a  certain  proportion  to  its  holdings  of  cash.  Conse- 
quently when  the  Government  balance  increases,  the 
bank  will  take  steps  to  effect  a  reduction  in  its  other 
demand  liabilities  and  along  with  the  rest  in  the 
balances  of  the  other  banks.  The  other  banks  regard 
their  balances  with  the  Central  Bank  as  their  reserves 
and  so  they  in  turn  will  try  to  reduce  their  demand 
liabilities.  Thus  a  casual  increase  in  Government 
balances  sometimes  has  quite  a  perceptible  effect  on 
the  state  of  trade.  And  a  casual  decrease  likewise  may 
have  the  contrary  effect  of  stimulating  trade.  This 
arises  entirely  from  the  practice  of  keeping  the  Govern- 
ment's banking  account  with  the  Central  Bank.  Sup- 
pose, for  example,  that  the  Government  balance  is 
£5,000,000  and  the  balances  of  the  other  banks  with  the 
Central  Bank  come  to  a  total  of  £30,000,000  ;  and 
suppose  that  the  banks  have  cash  holdings  on  their 
own  premises  to  the  amount  of  £50,000,000,  making 
reserves  of  £80,000,000  in  all,  and  that  their  aggregate 
demand  liabilities  are  £800,000,000.  If  the  Govern- 
ment receives  payments  in  excess  of  disbursements  to 
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the  amount  of  £5,000,000  the  demand  liabilities  of  the 
banks  will  be  reduced  to  £795,000,000  and  the  Govern- 
ment balance  will  be  increased  to  £10,000,000.  The 
Central  Bank,  however,  is  not  prepared  to  let  its  demand 
liabilities  increase  by  £5,000,000  and  it  puts  up  the  rate 
of  interest.  Probably  it  will  not  think  it  necessary  to 
bring  back  its  demand  liabilities  precisely  to  the  old 
figure,  but  will  be  satisfied  when  they  have  been 
reduced  by,  say,  £4,000,000.  But  if  the  other  banks  find 
their  balances  with  the  Central  Bank  reduced  from 
£30,000,000  to  £26,000,000,  their  reserves  will  have 
been  reduced  from  £80,000,000  to  £76,000,000.  A 
strictly  proportional  reduction  of  deposits  would  bring 
their  demand  liabilities  down  to  £760,000,000.  Even 
if  the  reduction  is  much  less  drastic  than  this  it  may 
still  be  sufficient  to  cause  a  most  palpable  set-back  to 
trade.  If  the  Government  kept  its  balances  with  some 
bank  or  banks  other  than  the  Central  Bank,  then  its 
£5,000,000  would  be  included  in  the  total  of  £800,000,000 
of  deposits,  and  an  increase  in  its  balance  from  £5,000,000 
to  £10,000,000  would  do  nothing  more  than  take  another 
£5,000,000  out  of  that  total. 

Thus  the  position  of  the  Government  banking  account 
at  the  Central  Bank  brings  it  into  direct  contact  with 
the  nervous  system  of  the  money  market.  A  clumsy 
movement  jostling  this  sensitive  organism  may  occasion 
spasmodic  reactions  in  the  money  market  which  will 
interfere  seriously  with  the  course  of  trade.  Of  course, 
the  source  of  disturbance  is  the  increase  of  the  Govern- 
ment balances  above  the  usual  level.  For  reasons  of 
practical  convenience  balances  cannot  be  allowed  to 
fall  to  nothing,  and  there  must  be  some  regular  system 
of  replenishing  them  by  means  of  temporary  borrowing 
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whenever  they  are  dangerously  depleted.  An  ex- 
ceptionally small  balance  is  therefore  a  transient 
phenomenon  which  hardly  has  time  to  affect  the  money 
market  before  it  is  past.  A  large  balance,  however, 
may  remain  undiminished  for  a  considerable  time.  And 
when  its  full  effect  on  the  money  market  has  been 
worked  out  it  may  be  reduced  again  by  Government 
disbursements,  and  cause  renewed  disturbance..  Never- 
theless, provided  variations  of  this  kind  follow  a  known 
routine,  increasing,  for  example,  at  particular  seasons 
of  the  year,  as  is  usually  the  case  in  England,  the  effect 
on  trade  is  much  diminished,  since  future  changes  are 
discounted  beforehand. 

In  countries  where  there  is  no  central  bank  the 
disposal  of  Government  balances  is  a  problem  which 
is  not  free  from  difficulty.  In  the  United  States  the 
problem  is  solved  by  a  compromise,  part  of  the  balance 
being  deposited  among  several  of  the  National  Banks, 
and  the  remainder  being  kept  by  the  United  States 
Treasury  in  its  own  strong-rooms.  The  problem  happens 
to  be  a  peculiarly  important  one  in  the  United  States, 
because  it  is  not  the  practice  there  to  adjust  taxation 
with  any  precision  year  by  year  to  the  financial  needs 
of  the  country.  There  is  in  fact  no  "  Budget  "  at  all, 
and  consequently  there  are  alternations  of  large  sur- 
pluses and  large  deficits.  The  deficits  can  be  met  by 
borrowing,  but  the  disposal  of  the  large  surpluses  is 
sometimes  the  cause  of  considerable  embarrassment. 
The  surpluses  accrue  during  periods  of  good  trade,  and 
therefore  of  growing  inflation.  In  so  far  as  the  money 
is  kept  in  the  Treasury  vaults,  it  is  not  available  for 
the  creation  of  credit  money,  and  the  inflation  is  to 
that  extent  retarded.  The  question  is  at  what  stage 
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the  money  is  to  be  let  loose.  The  inflation  reaches  its 
limit  when  the  quantity  of  credit  money  in  existence  is 
sufficient  to  draw  all  the  available  legal  tender  money 
into  circulation.  It  is  at  that  moment  that  the  money 
market,  in  default  of  a  fresh  supply  of  legal  tender 
money,  must  raise  the  rate  of  interest  to  check  the 
further  creation  of  credit  money,  and  it  is  at  that 
moment,  therefore,  that  pressure  is  put  on  the  Govern- 
ment to  part  with  its  superfluous  funds  lest  the  period 
of  trade  activity  be  brought  to  an  end.  The  inflation 
is  then  increased  by  the  money  issued  from  the  Treasury 
in  response  to  this  pressure.  Of  course,  the  accumula- 
tion of  gold  in  the  Treasury  will  have  led  to  the  United 
States  getting  more  than  its  proper  share  of  the  world's 
stock  of  gold,  since  it  must  have  enough  for  the  ordinary 
needs  of  trade  in  addition  to  the  Treasury  balance.  And 
when  the  Treasury  balance  is  let  loose,  though  there 
will  be  some  export  of  the  new  supply  of  gold,  the 
inflation  will  for  the  moment  become  greater  in  the 
United  States  than  elsewhere.  Who  flies  highest  falls 
furthest,  and  if  the  Treasury  parts  with  its  gold  in  this 
way  before  the  reaction  from  the  state  of  inflation  has 
begun,  it  will  intensify  not  only  the  inflation,  but  also 
the  subsequent  Collapse  within  its  own  territory.  In 
fact,  the  practice  of  accumulating  huge  hoards  of  gold 
places  upon  the  United  States  Treasury  some  of  the 
responsibilities  of  a  central  bank,  but  without  any  of 
the  power  which  a  central  bank  has  of  controlling  the 
rate  of  interest  and  otherwise  regulating  its  banking 
operations.  Even  so  something  could  be  done  under 
the  system  towards  the  scientific  regulation  of  the 
money  market,  if  the  condition  of  affairs  could  be 
accurately  ascertained,  and  the  release  of  surplus  funds 
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carefully  delayed  until  the  reaction  had  clearly  begun. 
It  is  doubtful,  however,  whether  anything  more  than  a 
hand-to-mouth  policy  can  be  hoped  for  from  the  system 
in  practice. 

Apart  from  the  regulation  of  balances,  other  financial 
operations  on  the  part  of  a  Government  may  affect  the 
state  of  trade.  This  must  especially  be  the  case  when 
there  are  sudden  and  great  changes  in  the  scale  of 
Government  expenditure.  The  most  important  example 
of  such  changes  is  to  be  found  in  war  finance. 

On  the  outbreak  of  war  the  belligerent  Governments 
have  to  enter  upon  the  business  of  military  organisation 
on  a  large  scale.  Military  organisation  is  a  business 
like  any  other.  It  includes  the  provision  of  both  com- 
modities and  services.  The  services  are  rendered  by  the 
soldiers  and  sailors  whose  labour  is  withdrawn  from  other 
occupations,  and  who  have  to  be  fed,  clothed,  and  housed 
like  other  working-men.  The  commodities  consist  of 
weapons,  ships,  and  other  warlike  stores.  The  effective 
demand  for  military  organisation  is  created  by  the 
compulsory  levy  of  taxes.  The  sums  paid  in  taxes  are 
withheld  from  contributing  to  the  effective  demand  for 
other  commodities  and  services,  and  applied  to  defray- 
ing the  expenses  of  Government,  including  the  cost  of 
military  organisation.  A  war  compels  the  Government 
both  to  increase  the  number  of  soldiers  and  sailors 
whose  labour  is  withdrawn  from  production  and  to  give 
increased  orders  for  the  production  of  warlike  material. 
The  industries  of  the  country  may  be  divided  into  those 
in  which  the  demand  is  increased  in  this  way  and  those 
in  which  it  is  not.  From  the  former  will  come  a  demand 
for  increased  loans  from  the  banks  to  finance  the  new 
orders  and  contracts.  For  the  moment  the  latter  will 
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not  be  affected  (except  for  some  scarcity  of  labour). 
The  banks  will  thus  experience  on  the  whole  an 
increased  demand  for  borrowed  money,  and  this  they 
will  meet  by  raising  the  rate  of  interest.  A  slackening 
tendency  will  then  set  in  in  the  other  trades.  The 
prices  of  warlike  material  will  rise  and  the  prices  of  other 
commodities  will  tend  to  fall — more  of  the  former  will 
tend  to  be  imported  than  before  and  more  of  the  latter 
to  be  exported.  All  these  are  the  normal  consequences 
of  a  change  in  the  relative  effective  demand  for  different 
classes  of  commodities. 

But  the  financing  of  a  war  quickly  outstrips  the 
reasonable  tax-paying  capacity  of  any  country,  and  it 
is  the  universal  practice  to  avoid  excessive  immediate 
burdens  by  means  of  borrowing.  The  Government 
enters  into  the  investment  market  to  raise  money  by 
pledging  its  credit.  To  do  so  effectively  it  must  offer 
a  rate  of  interest  which,  having  regard  to  the  security, 
will  be  attractive  enough  to  divert  the  investor  from 
his  ordinary  course  of  applying  his  savings  to  finance 
trade.  But  if  the  terms  are  attractive  enough  to  divert 
the  savings  of  the  domestic  investor,  they  will  likewise 
appeal  to  the  foreign  investor,  who  will  subscribe  to  the 
loans  and  will  then,  of  course,  have  to  remit  money  to 
the  belligerent  country.  This  will  create  a  foreign 
demand  for  bills  of  exchange  on  the  belligerent  country 
and  the  exchange  will  move  to  the  specie  point.  Gold 
will  be  imported,  there  will  be  a  corresponding  increase 
in  the  amount  of  credit  money,  and  the  consequent 
rise  of  prices  and  stimulus  to  trade  will  ensue.  The 
high  prices  will  attract  imports  and  divert  to  domestic 
consumption  goods  which  would  otherwise  be  exported. 
An  excess  of  imports  will  be  created,  and  that  (and  not 
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of  course  the  influx  of  gold)  will  represent  the  bulk  of 
the  wealth  which  is  being  lent  to  the  belligerent  country 
from  abroad.  The  money  borrowed  by  the  Government 
will  be  spent  on  military  organisation,  but  it  must  not 
be  inferred  that  the  excess  of  imports  will  consist  wholly 
or  even  mostly  of  warlike  stores.  The  new  imports 
may  in  part  be  other  commodities,  the  supply  of  which 
sets  free  part  of  the  productive  resources  of  the  country 
for  military  preparations.  So  long  as  the  country  is 
borrowing  from  abroad  the  additional  gold  must  be 
retained,  but  once  the  creation  of  additional  credit 
money  is  completed  the  stimulus  to  trade  will  be 
exhausted,  and  when  the  borrowings  from  abroad 
diminish  or  cease  there  must  be  an  export  of  gold  and  a 
reaction  in  trade.  One  of  the  difficulties  in  financing 
war  is  that  there  are  several  causes  combining  to  raise  the 
rate  of  interest  just  at  the  time  the  Government  wants 
to  borrow,  and  one  of  these  causes  is  the  rise  of  prices 
which  occurs  as  soon  as  the  Government  enters  the 
investment  market.  To  these  causes  Governments 
have  frequently  added  one  more  potent  than  any  in 
the  creation  of  an  inconvertible  paper  currency.  When 
a  nation  which  already  has  a  metallic  currency  starts 
issuing  paper,  the  mere  displacement  of  the  metal  by 
the  paper,  apart  from  the  chances  of  a  subsequent 
over-issue  driving  the  paper  to  a  discount,  of  itself 
occasions  an  inflation.  For  the  new  notes  represent  a 
clear  addition  to  the  world's  stock  of  currency.  In  1870 
the  suspension  of  specie  payments  in  France  drove 
great  quantities  of  gold  out  of  the  country.  There 
followed  a  tendency  towards  an  increase  of  prices  all 
over  the  world  which  raised  the  rate  of  interest  just 
when  France  (and  Germany,  of  course,  also)  wanted  to 
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borrow.  Moreover,  investors,  even  if  they  treat  the 
future  purchasing  power  of  gold  as  an  academic 
question  of  no  interest  to  them,  fully  realise  the  practical 
importance  of  the  future  purchasing  power  of  paper, 
and  they  will  demand  a  greater  rate  of  interest  if  they 
think  it  possible  that  the  currency  in  which  the  interest 
is  to  be  paid  in  future  years  will  be  depreciated. 

Even  the  accumulation  of  a  large  reserve  of  gold  in 
a  war  "  chest,"  only  to  be  used  in  case  of  war,  is  to  some 
extent  open  to  these  objections.  The  sudden  issue  of  a 
quantity  of  new  gold  will  cause  a  rise  of  prices  and  a 
consequent  temporary  rise  in  the  rate  of  interest. 

Another  consequence  of  war  which  deserves  careful 
consideration  is  its  effect  on  credit.  War  is  usually 
accompanied  by  a  vast  destruction  of  wealth,  and  the 
destruction  of  wealth  means  the  failure  of  security  in 
the  case  of  the  loans  charged  upon  the  wealth.  The 
interruption  of  the  ordinary  course  of  trade  also  will 
prevent  goods  from  reaching  the  markets  for  which 
they  were  intended,  and  deprive  them  of  much  of  their 
money  value.  The  expectation  that  these  losses  will 
occur  will  impair  the  credit  of  businesses  exposed  to  the 
warlike  operations.  It  must  not  be  supposed  that  even 
widespread  failures  on  this  account  will  necessarily 
precipitate  a  financial  crisis  and  a  depression  of  trade. 
In  the  absence  of  a  state  of  inflation  there  will  be  a 
sufficient  supply  of  gold  to  build  up  again  the  credit 
money  which  may  have  been  destroyed  through  the 
withholding  of  credit  or  through  the  failure  of  individual 
banks.  If  trade  is  at  the  time  expanding  there  will  be 
a  pause  in  its  progress  ;  if  it  is  contracting  there  will 
be  a  momentary  hastening  of  the  reaction  ;  in  either 
case  it  will  resume  its  course  after  a  brief  interval. 
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But  though  this  applies  to  the  world's  trade  as  a 
whole,  individual  countries,  and  particularly  the  bellige- 
rent countries,  may  be  much  more  deeply  affected.  As  was 
explained  in  Chapter  XVI,  the  impact  of  any  sudden  un- 
settlement  of  trade  falls  in  the  first  instance  on  the  invest- 
ment market,  because  dealers  in  investments  are  largely 
financed  by  "day-to-day"  loans  and  "call"  loans, 
instead  of  by  bills  maturing  at  a  determinate  future 
date.  A  complication  arises  in  case  of  war  from  the 
international  ramifications  of  the  investment  market. 
As  was  shown  in  Chapter  X,  there  are  borrowing  nations 
and  lending  nations,  and  the  great  financial  houses  of 
the  lending  nations  have  connexions  all  over  the  world. 
In  the  course  of  their  operations  these  financial  houses 
frequently  find  themselves  with  balances  in  one  country 
or  another  larger  than  are  necessary  for  current  busi- 
ness. It  may  often  be  inconvenient,  owing  to  the  state 
of  the  exchanges  or  for  other  reasons,  to  remit  these 
surplus  funds  to  headquarters.  In  that  case  the  money 
would  probably  be  lent  out  at  call  or  for  short  periods 
to  the  investment  market  in  the  country  in  which  it  is 
deposited,  and  in  the  ordinary  course  it  would  remain 
out  on  these  terms  until  needed  for  investment  in  the 
borrowing  country  in  securities  for  the  issue  of  which 
in  their  own  country  the  lenders  have  made  themselves 
responsible.  If  the  borrowing  country  is  suddenly 
exposed  to  the  shock  of  war,  and  its  material  resources 
subjected  to  the  risk  of  destruction,  the  securities 
representing  these  material  resources  in  the  investment 
market  will  be  depreciated,  and  there  will  at  the  same 
time  be  a  further  depreciation  due  to  the  anticipated 
or  actual  competition  of  Government  loans  for  the 
available  savings.  The  depreciation  will  endanger  the 
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loans  to  the  investment  market  since  the  collateral 
security  will  be  diminished  in  value,  while  the  out- 
break of  war  may  even  occasion  a  loss  of  confidence  in 
the  facilities  for  recovering  debts  in  the  belligerent 
country  by  the  usual  civil  processes.  All  these  influ- 
ences combine  to  induce  the  lending  country  to  enforce 
payment  of  its  short-notice  loans,  and  this  may  produce 
a  state  of  panic  in  the  investment  market,  which  would 
inflict  heavy  losses  on  the  belligerent  country.  But 
the  result  will  be  to  leave  the  financiers  of  the  lending 
country  with  large  unoccupied  balances  in  the  bel- 
ligerent country.  These  balances  they  will  not  wish 
to  leave  idle,  and  the  alternatives  will  be  either  to 
remit  them  home,  or  to  remit  them  to  some  other 
foreign  country,  or  to  invest  them  on  the  spot,  or  after 
all  to  lend  them  out  at  call  again.  Securities  having  been 
driven  down  to  artificially  low  prices  by  the  forced 
realisations  consequent  upon  the  calling  in  of  loans,  the 
belligerent  country  will  have  become  a  very  profitable 
field  of  investment,  and  even  if  the  financiers  do  not 
themselves  invest  the  balances,  there  will  be  a  tendency 
for  money  to  flow  from  other  foreign  countries  into  the 
belligerent  country,  and  it  will  be  easy  to  remit  the 
balances  in  the  contrary  direction.  The  upshot  is  that 
though  the  calling  in  of  loans  may  cause  a  severe 
unsettlement  and  heavy  losses  in  the  belligerent 
country,  the  net  effect  on  the  money  market,  taken  as 
a  whole,  will  be  surprisingly  small,  for,  directly  or 
indirectly,  the  money  called  in  will  be  laid  out  upon 
those  very  investments  which  were  sold  to  raise  it. 

In  fact,  unlike  currency  and  tariff  legislation,  war 
finance  must  be  classed  among  those  causes  which  have 
less  effect  than  is  usually  supposed  upon  the  state  of 
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trade.  This  conclusion  must,  of  course,  be  interpreted 
in  the  light  of  the  narrow  significance  of  the  expression 
"  state  of  trade,"  with  which  we  are  here  concerned. 
While  the  alternations  of  good  and  bad  trade  are  but 
little  modified  by  the  occurrence  of  great  wars,  the 
direct  economic  loss  is  none  the  less  for  that. 

To  the  several  branches  of  public  finance  which  have 
engaged  our  attention  in  this  and  in  the  two  preceding 
chapters  it  would  be  possible  to  add  others  which  have 
interesting  relations  with  the  state  of  trade,  to  say 
nothing  of  the  many  economic  operations  outside  the 
province  of  Government,  which  would  likewise  deserve 
examination.  To  attempt  to  cover  the  whole  ground 
would  be  a  very  formidable  task.  In  any  case  the 
answer  to  the  question  how  fluctuations  are  caused  is 
to  be  found  rather  in  the  inherent  tendency  of  the 
existing  banking  organisations  to  induce  alternate 
expansions  and  contractions  of  credit  money,  than  in 
these  other  influences,  which  hardly  do  more  than 
modify  the  primary  wave  motion. 


XX 

CAN  TRADE  FLUCTUATIONS  BE  PREVENTED  ? 

IT  is  not  part  of  my  purpose  to  propose  remedies  for 
the  mischief  traceable  to  trade  fluctuations.  But, 
nevertheless,  a  brief  discussion  of  the  few  remedies 
which  have  from  time  to  time  been  proposed  for  an 
evil  which  there  seems  but  little  hope  of  curing  will 
not  be  out  of  place.  That  it  is  an  evil  is  almost  beyond 
dispute.  Capitalists  can  set  the  gains  of  good  trade 
against  the  losses  of  bad  trade,  and  it  may  be  that  on 
the  whole  they  do  not  lose.  But  the  working  classes 
lose  both  by  "  good  "and  by  bad  trade,  and  as  losses 
matter  much  more  to  people  with  little  wealth  than  to 
people  with  great  wealth,  the  effect  (immediate  or 
ultimate)  of  any  economic  system  on  the  working 
classes  is  the  most  important  test  of  its  expediency. 
The  greater  evil,  of  course,  is  caused  by  the  periods  of 
bad  trade,  when  not  only  are  the  capitalists  themselves 
suffering  loss,  but  the  loss  which  is  caused  to  the  work- 
ing classes  takes  the  peculiarly  pernicious  form  of  un- 
employment. The  high  prices  during  good  trade  mean 
a  diminished  command  over  comforts  among  the  work- 
ing classes.  But  unemployment  during  bad  trade 
concentrates  all  the  loss  and  misery  on  the  shoulders 
of  a  minority  whose  efficiency,  to  say  nothing  of  their 
happiness,  may  be  seriously  and  permanently  impaired. 
Remedies  for  these  evils  may  be  divided  into  two 
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classes,  those  which  are  intended  to  strike  at  the  root 
of  the  evil,  and  either  to  prevent  the  occurrence  of 
fluctuations  altogether,  or  at  any  rate  to  mitigate  their 
severity  by  influencing  directly  the  state  of  trade,  and 
those  which  are  intended  merely  to  alleviate  the  evil 
consequences  of  a  state  of  things  assumed  to  be  inevit- 
able. 

In  the  former  class  presumably  should  be  placed 
protective  tariffs,  the  primary  purpose  of  which  is  to 
influence  trade.  We  need  not  cover  again  the  same 
ground  as  in  Chapter  XVIII.  It  was  there  shown  that 
it  is  not  the  continuance  of  a  protective  tariff  un- 
changed, but  an  increase  or  decrease  which  affects  the 
state  of  trade.  Consequently  protection  will  not  be  of 
any  avail  for  our  present  purpose  unless  an  appropriate 
change  could  be  made  in  the  tariff  with  every  change  in 
the  state  of  trade.  Probably  to  regulate  the  state  of 
trade  by  this  means  would  surpass  the  ingenuity  of  the 
ablest  Finance  Minister,  but  in  any  case  it  is  hardly 
necessary  to  consider  such  a  proposal  seriously,  for 
traders  would  not  acquiesce  for  a  moment  in  a  tariff 
subject  to  continual  modifications,  with  all  the  con- 
sequent unsettlement  of  trade. 

I  turn  next  to  a  proposal  which  has  been  advocated 
by  Professor  Irving  Fisher,  and  which,  though  it  can 
hardly  at  the  present  time  be  regarded  as  within  the 
realm  of  practical  politics,  at  any  rate  represents  an 
attempt  to  base  a  remedy  on  a  careful  diagnosis  of  the 
disease.  This  proposal  is  for  the  abandonment  of  the 
free  coinage  of  gold  with  a  view  to  the  steadying  of 
the  prices  of  commodities.  If  the  issue  and  withdrawal 
of  a  restricted  and  overvalued  currency,  adopted  for 
international  use,  could  be  so  regulated  that  the 
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purchasing  power  of  the  unit  of  currency  remained 
absolutely  or  approximately  unchanged,  trade  fluctua- 
tions would  be  wholly  or  partly  prevented.  An  excess 
of  credit  money  would  cause  a  withdrawal  of  legal 
tender  money  instead  of  an  inflation  and  a  rise  of  prices, 
while  a  contraction  of  credit  money  would  be  com- 
pensated by  a  fresh  issue  of  legal  tender  money.  At 
the  same  time  a  steady  stream  of  new  legal  tender 
money  with  the  parallel  stream  of  new  credit  money 
would  automatically  provide  for  the  growing  population 
and  wealth  of  the  world.  In  order  to  carry  the  plan 
into  operation  it  would  be  necessary  to  establish  a 
central  bureau  in  one  of  the  great  commercial  countries, 
which  would  be  responsible  for  regulating  the  issues 
and  withdrawals  of  currency  in  that  country  so  as  to 
keep  the  prices  of  commodities  unchanged.  All  other 
countries  would  regulate  their  own  issues  and  with- 
drawals of  currency  by  buying  and  selling  exchange 
upon  the  monetary  centre,  at  which  they  would  each 
keep  a  fund  similar  in  its  functions  to  the  fund  at 
present  kept  by  the  Indian  Government  in  London. 
The  actual  currency  used  might  be  overvalued  gold, 
since  this  would  cause  the  smallest  alteration  in  the 
habits  of  nations  which  at  present  use  gold  for  purposes 
of  circulation,  but  inconvertible  paper  would  serve  the 
purpose  equally  well.1 

In  principle  this  proposal  is  thoroughly  sound.  In 
practice,  however,  there  are  very  serious  difficulties  to 
face.  On  the  obstacles  in  the  way  of  arriving  at  an 

1  Professor  Fisher  proposes  that  paper  convertible  into  gold,  but  into 
a  variable  amount  of  gold,  should  be  used,  the  value  of  the  unit  of  cur- 
rency being  regulated  periodically  so  as  to  keep  the  general  level  of 
prices  as  nearly  as  possible  constant. 
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international  agreement  for  such  a  purpose  there  is  no 
need  to  dwell.  But  apart  from  purely  political  diffi- 
culties, it  would  be  almost  impossible  to  devise  a  satis- 
factory method  of  ascertaining  the  purchasing  power 
of  the  unit  of  currency.  It  would  be  necessary  to  con- 
struct an  "  Index  Number  "  of  the  prices  of  commodities, 
which  must  be  based  on  the  prices  quoted  in  important 
markets.  Such  an  index  number  is  not  a  very  accurate 
measure  of  the  true  average  of  prices.  High  prices  due 
to  scarcity  of  individual  commodities  may  increase  the 
index  number  and  so  occasion  a  withdrawal  of  currency 
just  at  a  time  when,  if  the  demand  for  the  deficient 
commodities  happens  to  be  inelastic,  an  issue  of  currency 
would  be  more  appropriate.  Then  prices  may  be 
manipulated  by  dealers  for  the  deliberate  purpose  of 
affecting  the  issues  of  money.  And,  again,  the  increase 
of  a  tariff  will  increase  the  price  of  goods  duty  paid 
and  diminish  the  price  less  duty.  No  doubt  many 
other  practical  difficulties  of  the  same  kind  might  be 
found,  though  it  must  be  recognised  that  they  are 
rather  in  the  nature  of  imperfections  in  the  system 
than  of  organic  defects  which  would  destroy  its  utility. 
Perhaps  a  more  serious  objection  is  to  be  found  in 
the  fact  that  fluctuations,  though  they  might  be 
mitigated,  would  by  no  means  be  avoided,  even  with  a 
satisfactory  measure  of  purchasing  power.  It  would  be 
perfectly  possible  for  inflation  to  occur.  If  at  any 
moment  there  is  a  shortage  of  money,  there  will  be  an 
issue  of  legal  tender  money,  and  the  banks  will  lend 
more  readily  and  create  fresh  credit  money.  Of  course, 
as  soon  as  the  prescribed  average  of  prices  is  passed, 
there  will  be  withdrawals  of  legal  tender  money.  But, 
just  as  under  the  existing  regime,  the  rates  of  wages 
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will  not  at  once  increase  in  due  proportion  to  the 
increased  supply  of  money,  and  the  money  market  will 
arrive  at  a  state  of  temporary  equilibrium  with  less 
than  the  normal  supply  of  legal  tender  money  and 
more  than  the  normal  supply  of  credit  money.  So  long 
as  this  is  the  case  there  will  be  the  normal  inflated 
profits  which  accompany  good  trade.  But  wages  will 
gradually  increase,  and  as  the  demand  for  legal  tender 
money  grows,  the  rate  of  interest  will  be  put  up  and 
the  supply  of  credit  money  will  contract,  prices  will 
tend  to  fall  and  more  legal  tender  money  will  be  issued. 
But  prices  will  only  fall  so  far  as  wages  will  permit,  and 
the  new  legal  tender  money  is  elicited  not  by  a  fall  in  the 
stock  of  money,  but  by  a  fall  in  prices.  There  would 
then  be  precisely  the  same  deadlock  as  there  is  now 
when  trade  is  depressed  and  wages  resist  the  inevitable 
fall. 

For  all  that,  I  think  there  is  a  strong  presumption 
that  Professor  Irving  Fisher's  proposal  would  some- 
what reduce,  perhaps  would  greatly  reduce,  the  extent 
of  the  fluctuations.  The  only  question  is  whether  it 
would  be  worth  while  to  face  the  admitted  practical 
difficulties,  and  the  possible  unforeseen  disadvantages, 
of  the  proposal,  if  it  is  only  to  be  a  palliative  and  not  a 
radical  cure. 

Next  we  pass  to  those  measures  which  have  been 
designed  not  to  prevent  or  even  to  mitigate  the  fluctua- 
tions themselves,  but  to  alleviate  their  consequences. 
In  the  Minority  Report  of  the  Poor  Law  Commission, 
issued  in  1909,  will  be  found  a  proposal  framed  for  this 
object.  It  is  there  suggested  (Part  II,  Chap.  V,  Recom- 
mendation 9)  that  in  order  to  meet  the  periodically 
recurrent  general  depression  of  Trade  the  Government 
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should  undertake  the  Regularisation  of  the  National 
Demand  for  Labour  ;  that  it  should  treat  a  portion  of 
the  annual  national  expenditure  upon  buildings,  stores, 
etc.,  to  a  total  amount  of  about  £4,000,000  per  annum, 
as  reserved  exclusively  or  mainly  for  years  of  depression  ; 
that  this  programme  of  expenditure,  amounting  in  the 
course  of  a  decade  to  £40,000,000,  should  be  con- 
centrated in  those  years  when  the  ascertained  number 
of  unemployed  was  above  a  certain  specified  limit ;  and 
that  the  necessary  funds  should  be  provided  by  loan. 
The  underlying  principle  of  this  proposal  is  that  the 
Government  should  add  to  the  effective  demand  for 
labour  at  the  time  when  the  effective  demand  of  private 
traders  falls  off.  But  the  writers  of  the  Minority  Report 
appear  to  have  overlooked  the  fact  that  the  Govern- 
ment by  the  very  fact  of  borrowing  for  this  expenditure 
is  withdrawing  from  the  investment  market  savings 
which  would  otherwise  be  applied  to  the  creation  of 
capital.  We  have  had  occasion  to  notice  more  than 
once  that  savings  applied  to  the  purchase  of  securities 
come  to  rest  sooner  or  later  in  a  new  issue,  which  will 
either  be  the  debt  of  some  public  body  or  else  will  be 
represented  by  new  fixed  capital.  If  savings  to  the 
amount  of,  say,  £10,000,000  are  diverted  from  the 
creation  of  capital  by  a  Government  loan,  the  money 
to  be  spent  by  the  Government  is  no  doubt  increased 
by  that  amount,  but  the  money  to  be  spent  by  private 
individuals  on  the  construction  of  fixed  capital  is  cor- 
respondingly diminished,  at  a  time  when  the  industries 
most  affected  by  trade  depression  are  probably  those 
concerned  with  the  construction  of  fixed  capital.  It 
must  be  conceded  that  the  investments  in  private 
concerns  are  not  diminished  by  the  whole  amount  of 
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the  £10,000,000.  A  certain  portion  of  the  national 
savings  will  be  diverted  from  investment  abroad.  But 
the  investment  abroad  is  carried  out  by  the  export  of 
goods,  and  therefore  such  part  of  the  £10,000,000  as  is 
diverted  from  foreign  investments  represents  a  diminu- 
tion, not  indeed  in  the  construction  of  fixed  capital,  but 
in  the  output  of  other  industries. 

In  fact  the  only  beneficial  effect  which  this  Govern- 
ment expenditure  could  have  upon  the  state  of  employ- 
ment is  to  be  found  in  the  adjustment  of  the  foreign 
exchanges  necessary  to  increase  the  excess  of  imports 
(which  is  normally  characteristic  of  British  trade)  by 
the  amount  by  which  the  net  sum  sent  abroad  for 
investment  is  diminished,  an  adjustment  so  trifling  that 
its  practical  effects  would  hardly  be  discernible  at  all. 
Moreover,  even  if  an  influx  of  gold  is  caused  in  this  way, 
the  gold  will  only  be  retained  so  long  as  the  Government 
goes  on  borrowing.  If  before  the  depression  is  over 
the  special  expenditure  is  exhausted  and  the  borrowing 
slackens  or  ceases  the  gold  will  go  abroad  again,  and  the 
good  it  did,  negligible  as  it  is,  will  be  cancelled  by  an 
equally  negligible  reaction.  Indeed,  it  is  needless  to 
labour  the  point.  Once  it  is  shown  that  the  Government 
expenditure  represents  an  effective  demand  for  labour, 
not  newly  created,  but  diverted  from  other  channels, 
the  proposal  of  the  minority  of  the  Royal  Commission 
(together  with  many  similar  proposals  supported  by 
less  august  authority)  loses  its  plausibility.1 

1  The  objections  to  the  proposal  are  not  affected  if  the  money  is  raised 
by  taxation  instead  of  by  loan.  To  understand  this  it  is  necessary  to 
have  a  clear  idea  of  the  position  of  Government  expenditure  in  the 
economic  organisation  of  society.  As  shown  in  Chapter  II,  the  aggre- 
gate effective  demand  of  the  community  for  commodities  and  the 
aggregate  cost  of  production  of  the  commodities  are  equal  to  one  another 
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Another  proposal  (which  has  already  been  actually 
carried  into  partial  effect  in  the  United  Kingdom  by 
Part  II  of  the  National  Insurance  Act,  1911)  is  that  of 
compulsory  insurance  against  unemployment.  This  is 
based  on  no  theory  of  economics  ;  it  is  quite  frankly  an 
attempt  to  mitigate  the  distress  arising  from  unemploy- 
ment. It  is  to  some  extent  open  to  the  criticism  that 
the  funds  which  it  distributes  in  unemployed  benefit 
are  withdrawn  from  the  labour  market,  since  the 
Insurance  fund  must  meet  exceptional  calls  upon  it 
either  by  borrowing  or  by  selling  securities.  But  the 
benefit  paid  being  something  far  less  than  full  wages, 
the  number  of  workmen  relieved  by  the  receipt  of 
benefit  from  the  most  pressing  needs  will  be  several 
times  greater  than  the  number  who  lose  employment 
by  the  diversion  of  the  money. 

If  all  these  proposals  amount  to  so  little,  it  may  be 
asked,  is  there  nothing  to  be  said  as  to  the  lines  on 
which  a  remedy  might  be  sought  ?  I  do  not  think  that 
there  is  much.  At  the  same  time  there  certainly  are 
links  in  the  chain  of  causation  which  are  up  to  a  point 
within  human  control.  For  one  thing,  it  is  not  impos- 
sible that  the  control  of  the  money  market  through 

and  to  the  aggregate  income  of  the  community.  The  services  of  Govern- 
ment may  be  regarded  as  one  class  of  commodities,  the  effective  demand 
for  which  is  provided  by  the  compulsory  levy  of  taxation,  while  the  cost 
of  production  is  made  up  of  the  incomes  of  all  the  people  engaged 
directly  or  indirectly  in  the  service  of  the  Government.  The  effective 
demand  for  all  other  commodities  is  made  up  of  the  incomes  of  all 
members  of  the  community  (including  those  in  the  service  of  the  Govern- 
ment) less  the  amount  paid  in  taxation,  and  the  cost  of  production  of  all 
these  commodities  is  made  up  of  the  incomes  of  all  people  not  directly  or 
indirectly  in  the  service  of  the  Government.  An  increase  of  Government 
expenditure  diminishes  the  effective  demand  for  commodities,  and 
diminishes  correspondingly  the  number  of  people  employed  in  producing 
commodities. 
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banking  organisation  could  be  improved.  If  the  great 
central  banks  of  the  world,  in  whose  hands  this  control 
rests,  could  agree  together  to  draw  the  reins  a  little 
tighter  at  times  when  an  expansion  of  trade  is  in 
progress,  they  might  prevent  the  inflation  of  credit 
money  reaching  the  dangerous  point.  To  carry  this 
policy  through  successfully,  they  would  have  to  realise 
that,  when  the  supply  of  credit  money  is  being  in- 
creased, future  demands  for  cash  are  being  set  in  motion, 
and  that  a  margin  of  reserve  ought  to  be  kept  in  hand 
to  meet  those  demands  when  they  materialise.  And 
on  the  other  hand,  when  the  supply  of  credit  money  is 
being  diminished  the  banks  ought  to  be  in  a  position  to 
release  a  sufficient  amount  of  cash  to  provide  for  the  pay- 
ment of  wages  bills  on  a  scale  more  than  proportionate 
to  the  aggregate  of  credit  money,  since  the  rate  of 
wages  will  ultimately  fall,  and  they  will  then  get  back 
the  extra  cash  into  their  vaults.  In  practice  this  would 
mean  that  the  central  banks  would  maintain  a  larger 
proportion  of  reserves  to  liabilities  than  the  average 
when  trade  is  good  and  a  smaller  proportion  when 
trade  is  bad.  How  much  larger  and  how  much  smaller 
could  only  be  settled  by  experience.  And  probably 
no  possible  precision  of  judgment  would  enable  the 
banks  to  counteract  fluctuations  altogether.  The  mere 
tendency  of  any  casual  divergence  of  the  market  rate 
of  interest  from  the  profit  rate  to  grow  greater  and 
greater  until  active  steps  are  taken  to  correct  the  error 
would  be  a  perpetual  source  of  minor  fluctuations. 

But,  however  efficacious  such  a  method  might  be,  it 
could  hardly  be  carried  into  operation  so  long  as  the 
banking  system  of  the  United  States  labours  under  its 
existing  defects.  The  central  banks  of  the  great  com- 
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mercial  nations  of  Europe  might  easily  unite  in  any 
policy  which  they  all  agree  to  be  for  the  public  benefit. 
But  there  is  no  central  bank  in  the  United  States. 
Moreover,  several  different  circumstances  combine  to 
magnify  the  importance  of  the  United  States  in  the 
monetary  system  of  the  world.  The  material  wealth  of 
a  nation  of  90,000,000  people  inhabiting  a  vast  country 
of  immeasurable  natural  resources  is  on  a  prodigious 
scale.  An  economic  disturbance  originating  in  such  a 
country  causes  correspondingly  greater  perturbations 
in  the  trade  of  the  world  than  one  which  takes  its  rise 
within  the  more  modest  boundaries  of  a  European 
State.  And  this  mere  quantitative  importance  of  the 
United  States  in  the  world's  trade  is  exaggerated  in 
turn  by  the  chance  that  makes  that  country  the  most 
conspicuous  devotee  of  high  protection.  The  high 
tariff  diminishes  the  purchasing  power  of  money  and, 
great  as  is  the  material  wealth  of  the  United  States, 
the  stock  of  gold  necessary  to  finance  it  is  greater  in 
proportion  even  than  in  the  protectionist  states  of 
Europe.  Trade  fluctuations  in  the  United  States 
reverberate  throughout  the  world  ;  the  efflux  or  influx 
of  gold  is  on  so  great  a  scale  as  to  dominate  all  other 
money  markets. 

And  yet,  as  we  have  seen,  the  United  States  has  as 
unsound  a  banking  system  as  could  well  be  devised,  a 
system  which  might  have  been  planned  by  a  perverse 
ingenuity  for  the  express  purpose  of  causing  violent 
oscillations  of  trade.  Clearly  it  would  be  no  use  for 
the  great  banks  of  Europe  to  combine  together  to 
control  trade  fluctuations  if  the  20,000  banks  of  the 
United  States  are  to  continue  blindly  building  up  vast 
inflations  of  credit  money,  only  to  land  themselves  every 


CAN  FLUCTUATIONS  BE  PREVENTED  ?     265 

few  years  in  a  crisis  accompanied  by  the  suspension  of 
cash  payments  and  followed  by  a  collapse  of  industry. 

There  is,  indeed,  one  method  by  which  any  country 
can  practically  isolate  itself  from  the  effects  of  a  trade 
disturbance  originating  abroad.  We  found  in  Chapter 
VIII  that  the  consequences  of  such  a  disturbance  are 
hardly  felt  at  all  by  a  country  with  an  independent 
inconvertible  paper  currency.  That  any  country  should 
dream  of  abandoning  the  existing  international  standard 
of  value  on  such  grounds  sounds  impossible.  And,  of 
course,  it  would  be  futile  unless  over-issues  of  the  paper 
money  were  carefully  guarded  against,  and  unless  a 
system  of  banking  control  could  be  devised  which 
would  effectively  prevent  fluctuations  being  generated 
in  the  country  itself.  But  if  such  a  system  could  be 
devised,  it  is  quite  arguable  that  it  would  be  worth 
while  to  take  this  course  and  not  to  await  the  establish- 
ment of  a  new  conventional  international  standard  in 
place  of  gold.  A  common  standard  of  value  is  a  con- 
venience in  international  trade,  but  it  is  by  no  means 
indispensable.  It  is  not  very  profitable,  however,  to 
pursue  this  subject  further,  since  the  possibility  of 
preventing  fluctuations  by  means  of  banking  control  is 
at  the  best  highly  conjectural. 

Another  line  of  attack  upon  the  problem  is  through 
adjustments  of  wages.  In  a  sense  all  the  mischief  of 
trade  fluctuations  arises  from  the  tendency  of  changes 
in  wages  to  lag  behind  changes  in  the  value  of  money. 
^The  unemployment  during  bad  trade  is  mainly  the 
consequence  of  wages  remaining  on  a  level  too  high  for 
the  reduced  stock  of  money.  The  fall  of  real  wages 
during  good  trade  is  the  consequence  of  delay  in  the 
increase  of  money  wages  corresponding  to  the  increase 
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in  the  stock  of  money.  If  the  working  classes  would 
accept  an  early  reduction  of  wages  when  a  period  of  bad 
trade  begins  and  if  the  employers  would  give  an  early 
increase  of  wages  when  a  period  of  good  trade  begins, 
not  only  would  the  harmful  consequences  of  a  trade 
fluctuation  be  avoided,  but  the  fluctuation  itself  might 
even  be  prevented.  For  if  an  increase  or  decrease  of 
credit  money  promptly  brought  with  it  a  proportionate 
increase  or  decrease  in  the  demands  for  cash,  the  banks 
would  no  longer  either  drift  into  a  state  of  inflation  or 
be  led  to  carry  the  corresponding  process  of  contraction 
unnecessarily  far. 

The  obstacle  in  the  way  of  this  plan  is  that  employers 
and  workmen  do  not  trust  one  another  enough  to  make 
concessions  which  are  ostensibly  temporary,  but  which 
they  fear  may  become  permanent.  The  workmen  who 
have  accepted  a  decrease  of  wages  when  trade  is  bad 
may  find  difficulty  in  gaining  an  increase  later  on  when 
trade  improves.  The  employers  who  have  granted  an 
increase  when  trade  is  good  may  find  difficulty  in 
effecting  a  decrease  when  trade  slackens  again.  It  is 
difficult  to  make  either  concession  conditional  on  the 
one  which  is  to  follow,  for  the  circumstances  in  which 
the  latter  is  to  become  due  are  too  vague  to  be  easily 
defined,  and  in  the  absence  of  a  definite  two-sided 
bargain,  every  future  proposal  for  a  change  of  wages 
will  have  to  be  settled  on  its  merits  and  made  the 
subject,  if  necessary,  of  an  open  dispute. 

Something  can  be  done  by  means  of  "  sliding  scales," 
under  which  wages  in  a  trade  vary  to  some  extent  with 
the  prices  of  the  finished  products  of  the  trade.  But  it 
would  be  very  difficult  to  devise  really  effective  scales 
in  all  trades  or  even  in  the  majority.  And  workmen 
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are  suspicious  of  sliding  scales,  lest  employers  should 
regard  them  as  settling  the  wages  question  for  all  time. 
A  sliding  scale  may  easily  become  obsolete ;  for 
example,  new  labour-saving  apparatus  may  perma- 
nently cheapen  the  product ;  and  if  sliding  scales  are 
ever  to  be  widely  adopted  this  must  be  recognised. 

I  will  conclude  by  summarising  the  essential  steps  of 
my  argument  as  briefly  as  I  can. 

I.  A  Depression  of  Trade  occurs  when  the  amount  of 
credit  money  in  existence  is  more  than  the  bankers 
think  prudent,  having  regard  to  their  holdings  of  cash, 
and  they  raise  the  rate  of  interest  in  order  to  reduce 
the  excess. 

(1)  The  rise  in  the  rate  of  interest  increases  the  cost 
of  holding  stocks  of  commodities,  and  dealers  accord- 
ingly proceed  to  reduce  their  stocks  by  giving  fewer 
orders  to  the  producers. 

(2)  The    producers    are    compelled   to    reduce   their 
output,  except  in  so  far  as  they  can  accept  orders  at 
lower  wholesale  prices  by  sacrificing  their  profits. 

(3)  The  dealers  with  their  diminished  stocks  and  the 
producers   with  their   diminished   output   borrow  less 
money  from  the  banks. 

(4)  Thus  the  diminution  in  the  excess  of  credit  money 
begins,  but  this  involves  diminished  balances  in  the 
control  of  the  community  generally  and  consequently 
diminished  purchases  of  goods. 

(5)  The  diminished  retail  demand  causes  the  dealers' 
stocks  to  increase  again,  and  the  dealers  still  further 
diminish  their  orders  to  the  producers,  who  in  turn 
borrow  still  less  from  the  banks. 
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(6)  The  restriction  of  output  by  the  producers  throws 
a  portion  of  the  working  population  out  of  employment. 

(7)  The  loss  of  employment  affords  an  inducement 
to  the  workmen  to  accept  lower  wages. 

(8)  As  wages  fall  wholesale  prices  fall,  and  as  whole- 
sale prices  fall  the  dealers  are  enabled  to  reduce  their 
retail  prices. 

(9)  As  retail  prices  fall  the  retail  demand  for  com- 
modities increases,  and  the  wholesale  demand  increases 
correspondingly,  so  that  as  wages  fall  output  increases 
and  employment  improves. 

(10)  As  prices  fall  the  money  value  of  goods  in  stock 
or  in  course  of  manufacture  diminishes,  and  the  borrow- 
ings from  the  banks  are  not  increased  on  account  of  the 
increasing  output. 

(11)  When   the   excess   of   credit   money   has   been 
completely  removed  the  banks  no  longer  need  to  keep 
up  the  rate  of  interest.     The  rate  of  interest  is  then 
reduced  to  the  "  profit  rate,"  and  the  deterrent  effect 
upon  holding  stocks  of  goods  ceases. 

(12)  At  this  stage  part  of  the  labour  and  capital  of 
the  community  are  still  unemployed,  and  therefore  to 
complete  a  return  to  normal  conditions  it  would  be 
necessary  for  wages  and  prices  to  fall  further. 

II.  An  Expansion  of  Trade  occurs  when  the  amount  of 
credit  money  in  existence  is  less  than  the  bankers  think 
prudent,  having  regard  to  their  holdings  of  cash,  and  they 
lower  the  rate  of  interest  in  order  to  encourage  borrowing. 

(1)  The  fall  in  the  rate  of  interest  diminishes  the 
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cost   of   holding   stocks   of   commodities,    and   dealers 
increase  their  orders  to  the  producers. 

(2)  The  producers  increase  their  output  and  raise 
wholesale  prices. 

(3)  Both  dealers  and  producers  borrow  more  money 
from  the  banks. 

(4)  The  amount  of  credit  money  is  increased,  and 
purchases  of  goods  are  increased  correspondingly. 

(5)  The  increased  retail  demand  depletes  the  stocks 
of  commodities  and  the  dealers  still  further  increase 
their  orders  to  the  producers,  who  in  turn  borrow  still 
more  from  the  banks. 

(6)  The    increase    of    output    causes    an    abnormal 
demand  for  labour. 

/  (7)  The  abnormal  demand  for  labour  gives  the  work- 
men an  opportunity  to  claim  higher  wages. 

(8)  Output  cannot  be  increased  indefinitely  and  the 
dealers  have  to  raise  retail  prices  to  protect  their  stocks 
against  the  growing  retail  demand. 

(9)  As  prices  rise  the  money  value  of  goods  in  stock 
or  in  course  of  manufacture  increases  and  borrowings 
from  the  banks  are  still  further  increased. 

(10)  When  the  deficiency  of  credit  money  has  been 
completely  filled  up  the  banks  no  longer  need  to  keep 
down  the  rate  of  interest.    The  rate  of  interest  is  then 
raised  to  the  "  profit  rate,"  and  the  inducement  to 
increase  stocks  of  goods  is  removed. 

(11)  At    this    stage    money    wages    have    not    yet 
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increased  in  proportion  to  prices,  and  to  complete  a 
return  to  normal  conditions  a  further  increase  in  money 
wages  is  necessary. 

III.  Trade  Depressions  tend  to  be  followed  by  Trade 
Expansions,  and  Trade  Expansions  in  turn  by  Trade 
Depressions. 

(1)  The  banks  limit  the  creation  of  credit  money 
according    to    the    consequent    demands    upon    them 
for  cash. 

(2)  The  most  important  item  in  the  community's 
demand  for  cash  is  the  wages  bill. 

(3)  When    a    trade    expansion    is    in    progress    the 
increase  in  the  wages  bill  of  the  community  follows  the 
increase  in  the  amount  of  credit  money  at  a  consider- 
able interval. 

(4)  The    banks    are    able,    therefore,    without    im- 
mediately   causing    excessive    demands    for    cash,    to 
increase  credit  money  to  an  amount  which  will  ulti- 
mately overtax  the  available  stock  of  cash. 

(5)  At   a  time   when   an   expansion   of  trade  is   in 
progress  the  rate  of  interest  (though  below  the  profit 
rate)  is  so  high  that  imprudent  banking  is  profitable, 
and  unless  the  danger  is  foreseen  and  provided  against 
this  excessive  creation  of  credit  money  will  occur. 

(6)  When  the  corresponding  demands  for  cash  actually 
arise  the  excess  of  credit  money  has  to  be  reduced, 
and  all  the  phenomena  of  a  trade  depression  ensue. 

(7)  The  same  arguments  apply  mutatis  mutandis  to 
a  trade  depression,  for  in  that  case  the  decrease  in  the 
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wages  bill  of  the  community  follows  the  decrease  in 
credit  money  at  a  considerable  interval. 

(8)  The  bankers  reduce  credit  money  to  a  level  which 
will  ultimately  keep  in  circulation  less  than  the  avail- 
able stock  of  cash. 

(9)  During  a  depression  the  rate  of  interest  (though 
above  the  profit  rate)  is  too  low  to  stimulate  the  banks 
to  push  their  business. 

(10)  By  the  time  the  fall  of  wages  consequent  on  the 
depression  has  made   substantial    progress  the  banks 
find  superfluous  accumulations  of  cash  in  their  vaults  ; 
they  take  steps  to  increase  credit  money  again  and  all 
the  phenomena  of  a  trade  expansion  ensue. 

IV.    If  at  any  time  trade  happened  to  be  steady  any 
casual  disturbance  tends  to  be  magnified. 

(1)  If  the  disturbance  is   a  casual  increase  in  the 
amount  of  credit  money  the  increase  tends  to  cause  a 
rise  of  prices,  an  increase  in  the  profit  rate,  and  a  further 
increase   in   the   amount   of   credit   money,   until   the 
process  is  checked  by  a  rise  in  the  rate  of  interest. 

(2)  If  the  disturbance  is   a  casual  decrease  in  the 
amount  of  credit  money  the  decrease  tends  to  cause  a 
fall  in  prices,  a  decrease  in  the  profit  rate,  and  a  future 
decrease   in  the  amount  of   credit   money,   until  the 
process  is  checked  by  a  fall  in  the  rate  of  interest. 

(3)  Thus   even   if  the   state  of  trade  ever  became 
perfectly  steady,  there  would  be  an  element  of  insta- 
bility in  it  which  would  make  the  first  casual  disturb- 
ance the  starting-point  of  a  new  series  of  fluctuations. 
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It  will  be  observed  that  the  foregoing  summary  does 
not  cover  all  the  points  previously  discussed.  It 
includes,  however,  those  which  form  part  of  the  main 
stream  of  argument.  The  real  starting-point  of  the 
whole  is  to  be  found  in  the  thesis  (which  few,  I  imagine, 
will  be  found  to  dispute)  that  a  depression  of  trade  is  in 
essence  a  general  slackening  of  the  money  demand  for 
commodities,  and  an  expansion  of  trade  is  a  general 
augmentation  of  the  money  demand  for  commodities. 
All  the  rest  merely  traces  the  causes  and  consequences 
of  these  variations  in  demand. 
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